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Introduction 


ing Alibaba, 


Apple, Facebook, Google, Microsoft, News Corp., Rakuten, Tencent, 
and Visa, are matchmakers. So are many of the most exciting and 
valuable start-ups, such as Airbnb, BlaBlaCar, Didi Kuaidi, Flipkart, 
Lending Club, Pinterest, Spotify, and Uber. What these businesses 
have in common is that they all connect members of one group, like 
people looking for a ride, with another group, like drivers looking for 
passengers. 

Matchmakers are very different from the businesses that have been 
the staple of college economics classrooms and MBA lectures for 
decades. They operate under a different set of economic rules. 
Traditional manufacturing businesses, for instance, buy raw materials, 
make stuff, and sell that stuff to customers. But matchmakers’ raw 
materials are the different groups of customers that they help bring 
together, not anything that they buy at all. And part of the stuff they sell 
to members of each group is access to members of the other groups. 
All of them operate physical or virtual places where members of these 
different groups get together. For this reason, they are often called 
multisided platforms. They’re places where all of these different groups 
can meet. 

If you’ve ever taken an economics course, you have heard a lecture 
on how traditional firms manage their production and set their prices to 
maximize profits. When it comes to matchmakers, that lecture was 
dead wrong, in critically important ways. That’s because the classic 
economic models don’t account for the fact that the demand by each 
group of customers served by a matchmaker depends on the demand 
by other groups of customers it also serves. For instance, the 
American Express card connects consumers and merchants; 
consumer demand for the card depends on how many merchants have 
decided to accept it, and merchants’ demand in turn depends on how 
many consumers have decided to use the card. Let’s be clear: ignoring 
the interdependence of matchmakers’ demands was a big mistake. 
Economic textbooks and business school courses made claims that 
just didn’t apply to a large and growing part of the economy and, if 


followed, would have led matchmakers into bankruptcy if they were 
able to even get off the ground in the first place. 

Economists, including the two of us, have been doing a lot of work 
to understand how matchmaker businesses work. We've made 
immense progress since 2000, when the difference between traditional 
and matchmaker businesses was first discovered. Once you 
understand the economics behind them, many of the seemingly 
counterintuitive strategies that matchmakers use—like actually paying 
customers to participate—make perfect sense. It’s those insights that 
we share with you in this book. 

Discovering the error in applying the economics of traditional firms 
to matchmakers was timely and perhaps inevitable. The use of this 
business model exploded around the time economists made this 
breakthrough. The mash-up of technologies—from software to the web 
to mobile broadband—made it cheaper to start matchmakers and 
vastly increased the power and reach of this business model. 

But we think that to really understand the matchmakers—and we'd 
argue that you must, because you're increasingly surrounded by them, 
participating in them, or competing against them—you need to grasp 
the basic types of multisided platforms that have been around for a 
long time. What’s so fascinating to us is how all the “new” business 
models that receive so much hype today have striking similarities to 
businesses in the past—from the lending exchange in Athens around 
300 BCE to newspaper classified ads around 1750 CE to credit cards 
in Manhattan in 1950 CE. We can learn a lot simply by understanding 
the fundamentals that have endured over thousands of years and that 
are now being powered by technology and other innovations that make 
matchmaker businesses more vibrant and much more scalable. 

We're going to share with you a lot that we have learned since 
2000, when we first started working on the new economics of 
multisided platforms. Over the last fifteen years, we’ve written three 
other books on this subject and, together or separately, many widely 
cited articles that report our research. Most importantly, we’ve had the 
opportunity to work closely with many of the most significant multisided 
platform businesses in the world—including Ariba, American Express, 
Google, Microsoft, PayPal, Tencent, and Visa.i We’ve also served as 
advisers to many start-ups and have even started one that is doing 
quite nicely. 

This book uses case studies to help you understand a kind of 
business that you will almost certainly interact with as a customer, 
investor, executive, entrepreneur, or regulator, and that you might 
even want to start yourself some day. We’re going to explain the new 
economics of multisided platforms, how it differs from traditional 
economics, and how it explains what many successful and important 


businesses do. And help readers who have taken courses on business 
economics unlearn much of what they've been taught. We're also 
going to show you how matchmakers are transforming economies 
worldwide and how they are killing some established industries, 
creating some new ones, and forcing the reinvention of others. And 
that these powerful engines of commerce are making life easier and 
better for billions of people. 

Matchmakers has three parts. Part | (chapters 1-3) presents an 
overview of the new economics of multisided platforms and shows how 
this business model with ancient roots has been turbocharged by 
modern technologies. Part IlI (chapters 4—10) provides a deep dive into 
key concepts that matchmakers must deal with in building, igniting, 
and operating their businesses. Finally, part III (chapters 11-13) 
describes how turbocharged, multisided platforms are creating new 
industries, destroying old ones, and forcing existing businesses to 
reinvent themselves to survive. A glossary at the back of the book 
provides definitions for the key concepts surrounding multisided 
platforms. 

To understand the perils and promise of multisided platforms we 
begin by describing the arduous journey, and near-death experiences, 
of a matchmaker we often use. 


Economics and Technologies 


A Table for Four at Eight 


How a Matchmaker Took the Friction out of 
Restaurant Reservations 


t's Saturday morning in the summer of 1998. Julie Templeton’s mom 


and dad are coming into town the next weekend. She and her 
husband, Chuck, want to treat them to a gala restaurant weekend in 
San Francisco, with dinners out Friday, Saturday, and Sunday nights. 

Julie starts dialing for reservations. No answer. She leaves a 
message. She keeps calling, restaurant after restaurant. Some don't 
have anything on the evenings she wants. One she wants to go to on 
Sunday isn’t open. Almost four hours later, after a lot of calling and 
juggling, she’s got the weekend planned. i 

Back then, making dinner reservations was hard. Taking them was, 
also. Most restaurants still took reservations over the phone. Someone 
wrote them down with a pencil, on paper, in a notebook. Often, tables 
went empty if the phone didn’t ring enough. Restaurants had no way to 
let people know when they had tables available. 

Julie Templeton’s persistence paid off. Most people, though, just 
aren't willing to work that hard to get a restaurant reservation. As a 
result, in 1998, on a typical Saturday night in San Francisco, there 
were unhappy couples sitting at home, perhaps having takeout pizza, 
who had given up trying to get a table for their date night, and unhappy 
restaurant owners with tables sitting empty, not making ends meet in a 
tough business. 

The market for matching up diners with tables at restaurants wasn’t 
working very well. Restaurants and diners spent a lot of resources— 
time and effort—getting together, and even so tables went empty and 
diners stayed home. That’s the sort of problem that an important, but 
until recently overlooked, type of business sets out to solve by helping 
parties who have something valuable to exchange find each other, get 


together, and do a deal. 


Multisided Platforms 


In 1998, this important type of business didn’t have a name. That's 
surprising, in retrospect. Many businesses had been built to reduce 
these sorts of market frictions, which economists tend to call 
transaction costs. Their basic business model had been around for 
thousands of years. But business schools didn’t teach classes on how 
to start or run businesses that help different parties get together to 
exchange value. Economists didn’t have a clue how these businesses 
worked. In fact, the companies that reduced these market frictions 
charged prices and adopted other strategies that economic textbooks 
insisted no sensible business would do. 

Now we call these businesses multisided platforms.2 Don’t let the 
economists’ unsexy name fool you.3 Multisided platforms are anything 
but boring. Some even facilitate mating. Multisided platforms can 
create great value for society and fortunes for their entrepreneurs and 
investors. Three of the five most valuable companies in the world in 
2015—Apple, Google, and Microsoft—use this business model.4 So do 
seven of the ten start-ups with the highest market values—including 
Uber and Aironb.5 

Let’s get one thing clear, though, before you invest more time in 
learning about multisided platforms from us. This isn’t a gee-whiz “use 
the [fill in the buzzword] strategy and you'll make a billion, impress 
your boyfriend or your mom, and retire by the age of thirty-five” book. 
We aren't going to tell you that the matchmaker strategy, which did 
make Bill Gates the richest person on earth, will work for you. It 
probably won't. 

Many entrepreneurs—and many otherwise highly successful 
businesses—have tried this “simple” strategy and failed. Everything 
they and their investors put into their multisided platform ventures went 
up in smoke. 

A multisided platform is one of the toughest business models to get 
right. The entrepreneur has to solve a tough puzzle and use 
counterintuitive strategies to make a go of it. Just ask Julie 
Templeton’s husband, a former Army Ranger. He found out exactly 
how hard it was to fight the frictions in the restaurant-reservation 
business. And he’s one of the rare success stories. 


OpenTable’s Quest for Critical Mass 


After his wife’s frustrating morning, Chuck Templeton figured there had 
to be a better way to get people and restaurants together. In October 
1998, at age twenty-nine, two months after getting married, he quit his 
job to do just that. 

Like many others that year in Silicon Valley, he started a dot-com 
and quickly got funded. OpenTable was ready to rock.s Droves of 
consumers were coming online. Chuck thought at first that he just 
needed a website to which they could connect. The rest would be 
easy. 

Except, as he soon discovered, most restaurants didn’t even have a 
computer, much less Internet connectivity at the host stand, where 
they managed reservations. Three years after the commercial Internet 
got kicking and two decades after Apple introduced the first mass- 
market personal computer, restaurants were still doing things the old- 
fashioned way. There was no way to connect to restaurants online, 
much less to make a reservation online. 

Templeton realized he needed to get restaurants to ditch their 
reservation notebooks for a computer-based table management 
system. And to get that hooked up to the Internet at the host stand. So 
his company first built a table management system. With it, restaurants 
could type reservations into a database, monitor table availability, 
record cancellations, keep track of their best customers, and, in 
principle at least, take reservations online. 

Finding that restaurants were reluctant to make large investments to 
purchase table management systems, OpenTable decided to charge a 
small installation fee and a monthly rental for its new system instead of 
requiring purchase. It then went knocking on the doors of restaurants 
in San Francisco to get them to lease the new software.7 Even without 
the promise of new reservations, this was good enough for some of the 
better restaurants that needed more help with managing their tables 
and tracking their best customers than with filling seats. One by one, 
restaurants signed on. By early 1999, the company had about ten. 

OpenTable also built a consumer website where people could make 
reservations. That opened in March 1999. People didn’t have to pay to 
use it. In fact, the company offered to give people points for making 
reservations. If they got enough points, they could redeem them to get 
a discount on their next meal. Restaurants, though, had to pay $1 for 
every person who sat at one of their tables as a result of a reservation 
made through the OpenTable site. 

Even with the subsidies for making reservations, however, the 
website wasn’t attractive to customers at first. There just weren't that 
many restaurants to choose from. The odds were slim to none of 
making a reservation at a restaurant in San Francisco where a diner 
wanted to go at a time when he or she wanted to go. Hardly anyone 


used the website. That made it difficult to recruit more restaurants 
beyond the early adopters who were content with just the table 
management software. 

With limited time and resources, OpenTable had to strike the right 
balance between getting consumers and restaurants on board. Money 
wasn’t a problem. Chuck raised $36 million in venture capital financing 
between 1998 and early 2000.8 He also helped recruit an experienced 
CEO who joined the company in May 2000.9 

OpenTable, with a flush bank account and a new CEO, decided to 
focus on signing up as many restaurants as it could. By the summer of 
2001, the company had restaurants in fifty cities. But, more than two 
years after its launch, and a year after its new CEO pursued 
aggressive growth, OpenTable had a serious problem. 

While it had some restaurants in many cities, it didn’t have a lot of 
restaurants in any city. If you want to go out to dinner on Saturday 
night in San Francisco, a table for four in Seattle doesn’t do you much 
good. In fact, OpenTable found that diners wanted to have at least a 
dozen choices of restaurants for the time, cuisine, and part of town 
where they wanted to go.i0 To give diners that many options in any 
city, OpenTable had to sign up many restaurants there. Because it 
offered few choices in every city, consumers weren’t using its website 
much to make reservations in any city. 

OpenTable was floundering. It was burning through $1.1 million a 
month. The investors considered cutting their losses and shutting it 
down. They decided, however, to double down but with yet another 
CEO and strategy. A board member and investor, Thomas Layton, 
took the helm in the fall of 2001. 

The company shifted its focus to recruiting restaurants in just four 
cities: San Francisco, Chicago, New York, and Washington, DC. The 
idea was that once OpenTable had signed up enough restaurants in a 
city, its website would become attractive to consumers in that city. As 
consumers began making online reservations, it would persuade more 
restaurants to sign up, which in turn would lead even more consumers 
to use the website. 

That worked. OpenTable got enough restaurants in San Francisco 
to get many consumers to come to its website and make reservations. 
And as more people used its website, it became easier to recruit more 
restaurants in San Francisco. Restaurants, particularly new ones, 
realized the value of filling up empty seats. Since most of the cost of 
running a restaurant is fixed in the short run, a restaurant can make a 
significant profit on every additional seat it fills. 

By 2004, around the time Chuck Templeton left the start-up to 
pursue other endeavors, OpenTable had ignited. It was growing rapidly 
in its four target cities as diners attracted more restaurants, which 


attracted more diners, and the process continued. It then adopted the 
same approach in other cities. It had learned that it should initially 
focus on recruiting the most popular restaurants in every town. lts 
salespeople just went down the lists provided by Zagat.11 OpenTable 
went public in 2009 with a market cap on its first trading day of $626 
million.i2 It was sold to Priceline for $2.6 billion in 2014. 

In 2015, seventeen years after Templeton’s insight that technology 
could be used to reduce the friction that kept diners and restaurants 
apart, thirty-two thousand restaurants, mainly fine-dining 
establishments with tablecloths, use OpenTable’s table management 
software. Sixteen million people use its website to make reservations 
every month. Since its inception, acting as the matchmaker between 
restaurants and diners, it has put more than 830 million diners in seats 
at restaurants in the United States, Canada, Germany, Japan, Mexico, 
and the United Kingdom.13 

OpenTable still has the same business model that Chuck 
Templeton proposed to investors back in 1999. Let people make 
reservations for free and even give them a little reward. Charge 
restaurants a buck for every seat the reservation website fills and a 
monthly fee for the software. Secure a critical mass of restaurants and 
diners in each city, and they will ignite growth by attracting still more 
restaurants and diners. 


Ancient Roots, Weird Economics, and 
a Puzzle 


OpenTable used software and Internet technology to match 
restaurants and diners. It made it easier for consumers to make 
reservations and gave them more choices than they had in the dialing- 
for-a-table days. It made restaurants money by filling empty tables and 
thus generating extra margin. OpenTable employed a multisided 
platform strategy that companies like Didi Kuaidi are using to reduce 
frictions in transportation, Airbnb in lodging, and Instacart in grocery 
shopping. 

In 1998, however, Chuck Templeton probably didn’t know that 
entrepreneurs had been using this strategy for a long time with more 
primitive technologies than he had available. The Book of Songs, 
compiled by Confucius in the eleventh century BCE, says, “How does 
one find a wife? Without a matchmaker one does not.” 

In China, the meiren would help find suitable marriage partners. She 
would keep track of the eligible men and women in the various 
villages. Then she would put candidates forward who would be good 


matches. And she'd broker the deal for a fee. OpenTable, and other 
multisided platforms, are all matchmakers in one way or another. 

Chuck Templeton also didn’t know, we suspect, that there were 
other important businesses that had faced the same kind of challenges 
he did and that had adopted similar strategies to get off the ground. 

In 1950, Frank McNamara started Diners Club.i4 It was the first 
credit card that people could use to pay many different merchants.i5 
Diners Club gave the credit card to selected wealthy people on the 
Upper East Side of New York City. This made it relatively easy to 
persuade fourteen upscale restaurants in Manhattan to take the card 
for payment. The restaurants agreed to pay Diners Club a commission 
of 10 percent for the same reason they were willing to pay OpenTable 
$1 per person. They thought the cards would drive additional people to 
their restaurants and they'd make some additional margin from filling 
up the tables. The cardholders didn’t have to pay anything at first.16 

Diners Club ignited quickly. More restaurants signed on, more 
people got the card, and even more restaurants signed on. Like 
OpenTable, Diners Club went city by city and created a critical mass of 
restaurants and diners in each. 

Even though it has been around for a long time, the matchmaker 
business model is much more complicated than it appears. On a closer 
look, in fact, it is more than a little strange. 

If you think about it, it seems crazy that OpenTable doesn’t charge 
diners anything for using it and, in fact, gives them rewards. Julie 
Templeton could have saved almost four hours with a phone attached 
to her ear if there had been a company like OpenTable to find places 
to eat. Surely, she’d have paid something—a lot perhaps—for that 
service, as would others. If OpenTable had taken advantage of this 
demand and had charged diners for reservations, one might think it 
could have made more money. But it didn’t, and it hasn’t. “Free” wasn’t 
some temporary promotional gimmick. OpenTable hasn’t ever charged 
diners a penny. 

On the other hand, if diners are so valuable that OpenTable finds it 
optimal to pay them (via rewards) to use its service, why does it refuse 
to deal with some of them? If a diner fails four times in a year to show 
up for a reservation that she has not canceled at least thirty minutes in 
advance, her account is terminated, even if she’s kept many 
reservations that made OpenTable money.17 

Then there’s the fact that OpenTable, which met obvious needs of 
both diners and restaurants, barely survived. Chuck Templeton had a 
great idea. And developing a website and table management software 
was hardly rocket science, even back then. Yet the company almost 
died three years after its birth because it couldn’t solve the chicken- 
and-egg problem. Just as you can’t have chickens without eggs, but 


you need chickens to get eggs, a matchmaker can't attract diners 
without restaurants, but no hungry consumer would use a reservation 
system that had no restaurants available. OpenTable eventually solved 
this puzzle. Most matchmaker start-ups don't. 

As a consumer, you probably use many matchmakers over the 
course of a day. More than a few of them also make some of their 
services available for free or pay “customers” to use them. Almost all 
had difficult childhoods. Many barely made it out of the crib. 

Now economists know why multisided platforms can create 
immense value, and how they do it, and also why most matchmaker 
start-ups sputter and die. 


The Discovery of Multisided 
Businesses 


In 2000, our colleagues Jean-Charles Rochet and Jean Tirole, working 
at the University of Toulouse in the southwest of France, made a 
discovery that is still reverberating through economics departments 
and business schools. Over the previous five years, they had 
conducted research on telecommunications networks, payment card 
businesses, and computer operating systems. Like all other 
economists, they thought these businesses had little in common. 

Then they had the insight that these businesses, and many others 
that look very different on the surface, have the same underlying 
business model. They all facilitate direct interactions between different 
types of customers. And they must use nontraditional, counterintuitive 
strategies to make money and survive. 

After working out a pioneering economic model, they wrote a paper, 
“Platform Competition in Two-Sided Markets,” which began circulating 
among economists in 2000.18 Economists now call these businesses 
multisided platforms because some of them actually facilitate 
interactions between more than two types of customers, as we will 
soon see. Jean Tirole received the Nobel Memorial Prize in Economic 
Sciences in 2014 for a number of important accomplishments, 
including his pioneering contributions to the new economics of 
multisided platforms. 

In the intervening years, economists, including ourselves, have 
written hundreds of papers on multisided platforms that have 
deepened our understanding of how these businesses work and how 
they differ from traditional firms. Economists now know that many of 
the formulas we’ve derived over the last century for traditional firms are 
wrong for multisided ones. The right formulas must account for the fact 


that the demand by the customers on the different sides of the platform 
—such as diners and restaurants—are interdependent. 

The old formulas—including many of the ones we have taught 
generations of undergraduates in Econ 1—do not give the right 
answers for multisided platforms. The math is simply wrong. Traditional 
economics holds, for example, that it’s never profitable to sell products 
at less than cost. The new multisided economics shows that even 
paying some customers rather than charging them anything can be 
profitable in theory and often is in practice. 

The differences between single-sided businesses and multisided 
platforms are stark. Ordinary businesses buy inputs of various sorts 
from suppliers, sometimes transform them into finished products, and 
sell goods or services to customers. Their main focus is on attracting 
customers and selling to them on profitable terms. Multisided 
platforms, in contrast, need to attract two or more types of customers 
by enabling them to interact with each other on attractive terms. Their 
most important inputs are generally their customers. 

A traditional grocery store like Whole Foods is single-sided. It buys 
goods and resells them to its customers. Whole Foods buys the 
granola. The customer pays Whole Foods for the granola. The 
customer and the granola supplier don’t interact directly. A restaurant- 
reservation business like OpenTable is two-sided because it brings 
diners and restaurants together to interact directly. It takes no part in 
transactions between them. 

Matchmakers are called multisided platforms because they usually 
operate a physical or virtual place that helps the different types of 
customers get together. Nightclubs have physical places where men 
and women go, hoping to find someone they like. In contrast, online 
dating services have virtual places that serve the same purpose. Men 
and women connect to servers in the Cloud, over the Internet, where a 
software program helps them find matches. 

The basic idea of a two-sided platform is seen in a simple diagram. 
Two different types of customers, let’s call them Customer A’s and 
Customer B’s, join a platform and form its two sides (see figure 1-1). 
These platform participants all have the option of using the platform to 
seek partners but don’t necessarily do that all the time. As shown, 
some Customer A’s and Customer B’s that belong to the platform 
decide to look for matches: they are the ones shown on the platform 
where customers can make connections and decide whether to enter 
into a trade. A few of them have found partners for engaging in 
mutually advantageous exchange: the ones with the arrows connecting 
them. 


FIGURE 1-1 


to interact with each other and look for partners. There’s no 
sophisticated matching technology. But the design of the space, the 
dance music, strobe lighting, and cocktails do the trick to help men and 
women connect on their own. 

No one knew how common these multisided platforms were, or 
what an important role they played in the economy, before Rochet and 
Tirole pointed this out. 


Matchmakers in Our Midst 


Most of us, in most countries, go to shopping malls. Few of us think 
they are anything special. Their business model may seem pretty 
simple. Developers build them and then rent space to retail stores. 
Construction and rental are well-known, straight forward businesses. 

If you look at shopping malls more closely, though, you'll see they 
are multisided platforms that connect shoppers and retailers. There’s 
more to shopping-mall matchmaking than meets the eye. Mall 
developers match particular kinds of shoppers and retailers by 
deciding where to locate their malls and what kind of stores to recruit 
for them. They build upscale malls in well-off areas and recruit high- 
end stores for them, for instance. They then design the mall layout to 
balance increasing the amount of foot traffic that passes by the retail 
stores against annoying shoppers by making them walk more. 

Computer operating systems are often multisided platforms. They 
have the same economic code as shopping malls and a different code 
than automobile manufacturers. Microsoft Windows is an intermediary 
between app developers and end users. Microsoft provides Intuit with 
access to code in its platform, so Intuit can write apps like QuickBooks, 
an accounting software package for small businesses. A small 
business owner can then install QuickBooks on her personal computer 
running Windows. Microsoft licenses Windows to computer 
manufacturers, which is how it makes all of its money on Windows, 
and it gives developers like Intuit pretty much free access to its 
platform. 

Magazines are matchmakers as well. Vogue is a multisided platform 
for getting women with an interest in fashion together with companies 
selling upscale clothes and accessories. Condé Nast, its owner, prints 
a thick, glossy, full-color magazine, replete with articles on fashion and 
many attractive ads. It sells the magazine to consumers at a price that 
might not even cover printing and distribution, and it sells advertising 
space, which is where it really makes its money, to the companies that 
want to reach women who buy fashion. 


Websites that help people list, find, and rent lodging are some of the 
newest matchmakers. Airbnb is a multisided platform for connecting 
people who have spare rooms, or houses, with people looking for a 
place to stay. It charges a service fee to people who book a place to 
stay (that’s where it makes most of its money) and a modest 
commission to the host (which just covers the cost of processing 
payments). 

To identify whether a business has the economic code of a 
multisided platform, you need to examine, as we did in all these cases, 
whether it is providing value by connecting two or more types of 
customers. This is not always obvious at first blush, since when one 
group of “customers” is getting something for free, we tend not even to 
think of them as customers. 

In fact, a pretty good clue that a business is a matchmaker is that it 
isn’t charging some important group (shoppers at malls) or seems to 
be giving them a deal that’s almost too good to be true (cheap, thick, 
glossy magazines).19 


Turbocharged Matchmakers 


If Julie Templeton had gone on her long quest for a dinner reservation 
a few years earlier, it would have been much harder for Chuck to have 
found a way to improve the reservation process. The telephone, after 
all, was a great innovation in its day. Then the Internet, together with 
the spread of personal computers, made it feasible for an entrepreneur 
to reduce friction in restaurant reservations dramatically. It provided a 
way for restaurants and people to connect almost in real time. Neither 
had to use a phone. 

The Internet has provided the foundation for many other multisided 
platforms by making it possible to connect potential trading partners 
residing almost anywhere in the world. Rapid advances in the 
Internet's coverage, speed, and reliability have made those 
connections easier over time. Then smartphones and advances in the 
speed and reliability of wireless networks have put connected 
computing devices into the hands of almost two billion people around 
the world.20 More countries are getting wireless networks that can 
support Internet-connected devices, so that number will increase 
considerably in the coming years. 

The birth of the commercial Internet in the mid-1990s and mobile 
broadband in the early 2000s, combined with the earlier invention of 
personal computers and programming languages, has sent forth 
armies of multisided platforms working to reduce transaction costs of 


all sorts in most countries on the planet. Some stay within their own 
national borders. Others use the power of global connectivity to try to 
conquer the world. The pace has been frenetic for the last two 
decades and is quickening. The Internet and smartphones have 
turbocharged the ancient matchmaker business model. 

Whether turbocharged or not, the same economic principles for 
building, starting, and operating a multisided platform apply. Before 
you can understand the new economics that makes these 
matchmakers tick, you have to clear your heads of the old concepts 
about traditional businesses. 


The “Grab All the Eyeballs” Fallacy 


How One-Sided Analysis Led Many Dot- 
Coms Astray 


hen Chuck Templeton started out, his investors told him, “grab 


all the eyeballs you can and figure out how to monetize them later.” 
For OpenTable, that meant signing up as many restaurants as 
possible anywhere there was interest without worrying about how that 
would translate into revenue; after all, isn’t that what venture money is 
for? Chuck’s first successor as CEO took that advice to heart. It almost 
destroyed the company. 

Other dot-coms that followed this advice weren’t so lucky. Most 
didn’t see the other end of 2001. The new economics of multisided 
platforms has revealed why that, and a lot of other business advice, is 
often wrong when it comes to most businesses that have what 
economists call network effects, in which adding customers attracts 
other customers.2 


The Great Network Effects Mistake 


Economists started the serious study of network effects in the early 
1970s. That work gained momentum in the 1980s. By the time 
entrepreneurs were starting dot-coms in the mid-1990s, there was an 
extensive academic literature. Business writers had latched onto the 
concept. Simple versions of network effects seeped into popular 
writings along with simplistic strategic advice. Unfortunately, right 
around the time dot-commers in Silicon Valley were being told they 
should build market share as quickly as possible, Rochet and Tirole in 
Toulouse were realizing that network effects were much more 


complicated, and different in practice, than many economists had 
thought. 

The early work by economists on network effects nevertheless laid 
the foundations for the later research on multisided platforms.3 So it is 
worth spending some time describing the older research before we 
explain what went wrong when people started applying a simple theory 
with just one kind of customer to a complex multisided world with 
several different kinds of customers. 

A pioneering paper by Jeffrey Rohlfs dealt with the early days of 
landline telephone service, which was introduced in the United States 
following the 1876 invention of the telephone.4 A telephone was 
useless if nobody else had one. Even Bell and Watson started with 
two. A telephone was more valuable if a user could reach more 
people. 

Economists call this phenomenon a direct network effect. The more 
people connected to a network, the more valuable that network is to 
each person who is part of it. Economists also refer to this as a 
positive direct network externality. When one person joins the network, 
she directly benefits other people who might want to reach her. 
Economists call this an externality because one person is having an 
impact on another. It is positive because the effect benefits that other 
person. 

Telephone companies tried to persuade households to pay to 
subscribe to this new communication service. If enough did, they could 
make a lot of money from this business, which had significant scale 
economies. Rohlfs concluded that if a new telephone system acquired 
a Critical mass of subscribers, it would become attractive enough that 
others would want to sign up. If it had fewer, however, current 
subscribers would be inclined to leave, reducing its attractiveness still 
further. Business success or failure depended on building up a critical 
mass of subscribers. 

Economists initially applied these new concepts to traditional 
network industries such as telephones and railroads. Then, in the 
1980s, economists started looking at “high tech,” and this resulted in 
an outpouring of research papers. During that decade, fax machines, 
personal computers, video games, videocassette recorders, and other 
electronics-based businesses were booming. Some of these industries 
involved the adoption of technology standards so that products from 
different manufacturers could work together. 

Several economists wrote influential papers on the most visible 
high-tech battle of the time: over the standard for videocassette 
recorders (VCRs). This revolutionary technology allowed people, for 
the first time, to rent or buy prerecorded movies, to record television 
shows, and to watch this content whenever they chose. Until these 


devices, people could watch movies and other shows on television 
only at the precise time when a station broadcast them. Sony was 
behind the Betamax standard, and a consortium of other Japanese 
companies was behind the VHS standard. They duked it out. 

Economists argued that if two standards were roughly comparable 
in cost and performance, consumers would find the video-recording 
standard used by more people more attractive. That’s because content 
providers, such as movie studios, would release more shows that 
consumers could watch on the VCRs based on the more popular 
standard. Because of this network effect, they theorized that the 
standard that got a head start, for whatever reason, and no matter how 
small, would ultimately win the race. 

The idea was that if a VCR standard had a slight lead, it would 
make more sales, then it would become even more attractive, then it 
would get even more sales, and so on. Indeed, if the poorer 
technology got into the lead—because it was first, for example—it 
could win, just because of the power of these network effects. The 
VHS standard took an early lead. The Betamax, which some claim was 
the better technology, was left in the dustbin of history. 

Many writers on business strategy took this apparent lesson to heart 
and emphasized the importance of first-mover advantages in industries 
with network effects.s They drew two conclusions. The first was that 
network effects meant that one firm, or standard, would control the 
market, since bigger was always better in the eyes of consumers. 
These were, therefore, winner-take-all markets. The second was that, 
if you wanted to be the winner who took all, you had better start first 
and keep your lead. Since direct network effects would magnify the 
effects of even the slightest of leads, there’s always a first-mover 
advantage. 

One can see the influence of this work from a Google Ngram that 
shows the frequency of these phrases in books published after 1950. 
There was a surge in the term network effects in the early 1970s 
following the publication of Rohlfs’s paper, references died down, and 
then grew explosively after 1995 (see figure 2-1).6 References to the 
first-mover advantage started increasing rapidly in the early 1990s and 
then grew explosively after 1995 as well. By the mid-1990s, when the 
dot-coms flooded the market, supported by plentiful venture capital 
funding, the view that entrepreneurs should build share quickly and 
worry about money later was the accepted wisdom. 

It turns out there was a fundamental problem with this view. 
Economists had developed a one-sided theory involving just one type 
of customer, but were applying it to multisided businesses that, in fact, 
served two or more distinct kinds of customers. As Rochet and Tirole 
realized in their pioneering paper, “[MJany, if not most markets with 


network externalities are characterized by the presence of two distinct 
sides whose ultimate benefit stems from interacting through a common 
platform.’7 The French economists pointed to the general significance 
of indirect network effects. A network effect is indirect when the value 
of a matchmaker to one group of customers depends on how many 
members of a different group participate. 
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The key fact is that those ordinary people played different roles at 
different times. One role involved making and uploading videos, and 
the other involved viewing videos. People who viewed videos benefited 
when more people uploaded videos, and people who uploaded videos 
benefited when more people watched those videos. Since some 
people are more likely to upload videos, and others are more likely to 
watch videos, YouTube had to court both types of people to make the 
network successful. It couldn’t count on the fact that many people did 
both. Early on, it really needed the sort of people who liked to make 
and upload videos to get more content to attract more viewers. 

We suspect the same was true for the early telephone networks. 
Some households and businesses are more likely to make telephone 
calls, and others are more likely to receive calls. Some people are just 
more gregarious and talkative than others, and different businesses 
use the telephone differently. The willingness of households and 
businesses to sign up for the telephone network likely depended on 
how much the phone company was charging for making versus 
receiving calls and the extent to which they were more likely to make 
calls than to receive them. People who tended to make calls benefited 
when they could reach more people, and people who tended to receive 
calls benefited when more people could call them. 

Let’s return now to the VCR standards war that was the inspiration 
for the “build share first and fast” mantra. On reflection, it is obvious 
that the standards wars for VCRs were between competing two-sided 
platforms. Betamax and VHS were both technology platforms that 
connected consumers, who bought VCRs for their televisions, and 
content providers, who released shows on videotape that people could 
buy or rent and watch on those VCRs. 

The economists who concluded that VHS won because it had 
gotten more consumers had done a one-sided analysis of a two-sided 
platform. They just assumed that content providers would respond 
automatically to the number of VCRs using the Betamax or VHS 
standard. But the business didn’t work in this mechanical way. In fact, 
the promoters of the VHS and Betamax standards worked actively to 
attract content providers and consumers, just as OpenTable worked 
actively to attract restaurants and diners. VHS won because it was 
more successful in getting both consumers and content providers to 
use its standard. Consumers bought more VHS-based VCRs, and 
content providers provided more WHS-based cassettes. These 
reinforcing, indirect network effects drove VHS to victory and drove 
Betamax out of the market. 

It didn’t have to work out that way. Betamax could have invested 
more in persuading content providers to create cassettes for its 
standard. The important role that platform vendors play in getting both 


sides on board became apparent with the standards war involving 
high-definition DVD players, which began in 2005.8 The Blu-ray 
platform—backed by Sony, Apple, and others—was pitted against the 
HD-DVD platform, backed by Toshiba, Microsoft, and others. Both 
standards had advantages, but neither standard was broadly superior 
to the other. 

The dynamics of competition played out differently in the DVD war 
than in the VHS war. The HD-DVD camp sold more stand-alone DVD 
players to consumers than the Blu-ray consortium. It won the battle to 
get more consumers on board.9 A one-sided analysis would conclude 
that, because of that lead, it should have won a winner-take-all war 
easily. In fact, it lost. The HD-DVD camp conceded defeat after Warner 
Brothers abandoned the HD-DVD format in January 2008. By then, 
Blu-ray had attracted more content providers that made more movies 
and other content available only in its format. 

The Blu-ray victory and HD-DVD loss plainly didn’t happen by 
accident. Sony’s own studio produced only Blu-ray DVDs. There were 
press reports, unconfirmed, that Sony made large cash payments to 
Warner Brothers and to Fox Searchlight Pictures, which were 
reportedly thinking of abandoning Blu-ray.10 It appears that the Blu-ray 
group used price and other contractual terms more effectively to get 
both the consumer and content provider sides on board than the HD- 
DVD group. A better two-sided strategy made the difference. 


Mastering Multifaceted Network Effects 


It turns out that networks effects are far more pervasive and complex 
than economists and business strategists thought they were before 
2000. Rochet and Tirole’s deep insight that year was that businesses 
in a diverse range of industries faced indirect network effects. The way 
they built their businesses, designed their products, ran their 
operations, and priced their offerings were heavily influenced by these 
network effects. These businesses operated multisided platforms. 
Economists, including ourselves, then started studying how these 
firms and industries worked in fact. It soon became apparent that much 
of the received wisdom about network effects was wrong. The first- 
mover advantage and winner-take-all theories, for example, were 
shaky at best. In the United States, for example, there are four major 
payment card networks, several major shopping mall developers, 
many magazine publishers, and several major stock and options 
exchanges. The largest credit card network, Visa, expanded nationally 
sixteen years after the first national card network. We can’t think of 


many multisided platform industries where the first mover won it all. In 
fact, for most industries with indirect network effects, the first movers 
mostly died and few remember them. 

There are some important industries where “winner takes most” 
may apply. But even there, victory is likely to be more transient than 
economists and pundits once thought. In social networking, Friendster 
lost to MySpace, which lost to Facebook, and, while Facebook seems 
entrenched, there are many other social networks nipping at its heels. 
There were several first movers in social networking in the late 1990s, 
such as sixdegrees.com, that few, other than Internet historians, 
remember today. 

Economists missed the fact that matchmakers, just like any other 
businesses, can differentiate themselves. Facebook focused on 
recruiting college students and providing a nicer environment in which 
people could interact than MySpace provided. Platforms can thereby 
win over participants—on two or more sides—even if they are initially 
smaller or enter later. 

Participants can, and often do, use several platforms—a practice 
that the old network effects literature dismissed. The new economics of 
multisided platforms calls this multihoming. Most people use and most 
merchants accept several different brands of payment cards, for 
instance. That’s what enabled Discover to squeeze its way into the US 
credit card business in the mid-1980s. It was able to persuade 
consumers to carry an additional card and merchants to accept an 
additional card brand. Sometimes participants do use only one 
platform of a single type or “single-home,” of course. For example, 
most people use only one desktop computer operating system. 

Economists also recognize now that the extent to which indirect 
network effects could be reversed varies across industries. They had 
focused on businesses in which people had to make a significant 
financial commitment to a new technology such as a fax machine or a 
video game console. Once a network business of that sort got 
someone on board using its standard, it didn’t have to worry much 
about losing that person. For many matchmaker businesses, however, 
participants can easily decide to switch. People commonly stop going 
to a mall and retailers commonly decide not to renew their leases 
there. Even when it seems hard to switch from a platform, it often turns 
out not to be. Many people moved from Friendster to MySpace, and 
then from MySpace to Facebook. 

The new economics of multisided platforms has also led 
economists, including us, to study the role of network effects more 
closely. Once you examine businesses that have multiple groups of 
participants, the direct and indirect network effects are much more 
complex than the simple landline telephone story. 


Direct network effects, for example, can be negative as well as 
positive, and this can have tremendous implications for how platforms 
operate. Consider the classic singles bar where people go to a 
physical location to meet those of the opposite sex. For a particular 
side, direct network effects are likely negative at some point. Men 
would prefer less competition for the women and the women less 
competition for the men. The same story holds for many other 
platforms where the members of each side are competing with each 
other for matches with members of the other side. These platforms 
have incentives to limit participation, since that will make them more 
valuable to members on each side. 

Indirect network effects can be negative as well. We know that 
people dislike radio and television advertisements because they spend 
money to avoid having to watch or listen to them. Pandora, HBO, and 
Netflix can charge a premium to users looking to avoid ads. People 
also pay for recording technologies like TiVo that allow them to skip 
the ads. Radio and television businesses must contend with the fact 
that their customers dislike ads. One way they do so is to provide 
content that is so good that people are willing to endure the 
advertisements that come with it. The other way is to limit the amount 
of advertisements. Radio stations in the United States, for example, 
compete in part by bragging about how few commercial interruptions 
they have. 

Economists also learned that indirect effects aren’t just a numbers 
game.1i Multisided platforms have to make sure there are enough 
participants on each side who could benefit from getting together with 
participants on the other side. They need to make the market “thick.”12 
But they can’t do that do that by just getting more participants on each 
side. They have to make sure they are getting more participants on 
each side with whom participants on the other side want to interact. 

We saw this with OpenTable. A restaurant reservation platform 
needs to have enough of the right restaurants, in the right city, at the 
right time. It can’t make up for this deficit by having many restaurants 
that arent relevant to the people making the reservations. 
OpenTable’s “go narrow/go deep” strategy worked because it 
ultimately secured critical mass in cities where it had signed up enough 
popular restaurants and engaged enough diners that the positive 
indirect network effects between these two kinds of customers ignited 
further growth on both sides. 

Lyft, Yelp, Instacart, and other businesses that provide local 
services have followed similar strategies. But the point also applies to 
multisided platforms that are trying to differentiate their offerings. If a 
mall developer decides to create a high-end shopping mall, it must get 
high-end stores to lease space at the mall, and it must persuade well- 


off shoppers to go to the mall. Packing the mall with people who aren’t 
able to shop at expensive stores won't help it persuade high-end 
stores to lease space, and renting space to downscale stores won't 
attract high-end shoppers. 

Once Rochet and Tirole had uncovered the complex role of network 
effects in these businesses, they started investigating the pricing 
strategies these firms should adopt to maximize profits. They made a 
breakthrough. 


Pricing for a Profitable Balance 


In a traditional business, pricing strategy is mainly determined by a 
trade-off between volume and margin. Higher prices reduce volume 
but increase margin; lower prices do the reverse. If demand is 
relatively insensitive to price, a higher price is more likely to lead to 
higher profits, while price-sensitive demand tends to dictate lower 
prices and lower margins, compensated by notably higher volume. 

If a business sells more than one product, it sometimes needs to 
take into account how the price of each product affects the sales of its 
other offerings. Mercedes-Benz needs to keep the prices of its entry- 
level cars relatively high, for instance, so as not to divert customers 
who would otherwise have purchased its larger and more profitable 
vehicles. In some situations, it is worthwhile to think about selling the 
same product or similar products to different customer groups at 
substantially different prices or to offer discounts for volume 
purchasing. 

It hardly ever makes sense, however, for traditional businesses to 
consider setting prices at or below the cost of providing an additional 
unit of output. A price below that incremental cost implies not only that 
selling more of that product doesn’t help cover the firm’s overhead, but 
also that selling more actually reduces profit. It is rarely sensible for a 
traditional business to put itself in a position where selling more of 
anything means earning less profit. 

Of course, there are a few exceptions. Retailers use loss leaders 
designed to build retail traffic, for instance. But there are usually 
explicit or implicit limits on per-customer purchases of loss leaders. 
Milk is a good loss leader for grocery stores. Most families with 
children buy it, but there is an implicit limit on per-family purchases at 
any time because milk can’t be stored for long. Traditional businesses 
sometimes have introductory prices so customers can try out a new 
product. But then they increase the price so that it covers costs and 
generates a margin. 


These sorts of exceptions aside, it simply doesn’t makes sense for a 
traditional business to sell anything for a unit price that doesn’t cover 
the cost of supplying an additional unit. As we saw in the last chapter, 
however, it turns out that this cardinal rule doesn’t apply to multisided 
platforms. 

Matchmakers face much more complex pricing problems than 
traditional businesses because they must balance the interests of all 
sides in order to get all sides on board the platform, and keep them on 
board, and to get members of each group to interact with members of 
the other groups. Like traditional businesses, multisided firms also 
need to consider trade-offs between volume and margins. But with a 
twist caused by indirect network effects, which makes the demand of 
each group interdependent with the demands of the other groups. 

A physical newspaper, such as the Financial Times, is a good 
example. It soends money on journalists to generate content, and it 
incurs costs to produce and distribute the newspaper. It can make 
money from charging readers and from charging for advertisements. If 
it increases the newsstand price or subscription price to readers, fewer 
people will read the newspaper. With fewer readers, advertisers 
wouldn't be willing to spend as much money. If, instead, it increases 
the price to advertisers, it has two things to consider. It will sell less 
advertising, which readers might actually like. But it might also earn 
less revenue and therefore be able to pay for less content, which 
readers won't like. 

The important point is that, in considering the prices to charge, the 
Financial Times and other multisided platforms must recognize that the 
demands by the different types of participants depend on each other. 
The demand for advertising in the Financial Times depends on how 
many readers it has, and the demand for buying the Financial Times 
depends, in an even more complicated way, on the amount of 
advertising. 

This interdependency of demands results from indirect network 
effects. It is what distinguishes multisided platforms from single-sided 
firms. Traditional economics, including what is still taught in most 
economic textbooks and in most MBA courses, completely ignores 
indirect network effects and the consequences of interdependent 
demand. When economists account for indirect network effects in our 
theoretical models, the profit-maximizing price to the participants on 
one side could be less than the cost of providing an additional unit; it 
could be zero or, in other words, free; or it could be less than zero in 
the sense that the business actually pays the participant something 
when he or she uses the product. 

This theoretical result could have been just a curious possibility that 
we could use to try to keep students awake. But it turns out that pricing 


below incremental cost is not rare at all. Once economists had 
identified multisided platforms, we started looking at how they priced. 
In fact, many of them charge the participants on one side of the 
platform prices that do not cover cost, charge nothing, or provide 
rewards for using the product. That side is called the subsidy side of 
the platform. Platforms make up subsidy-side losses by charging 
prices that more than cover costs to the participants on the other side. 
That’s called the money side of the platform. For OpenTable, as we 
saw, the diners were the subsidy side, and the restaurants were the 
money side. 

For a selection of multisided platform industries, see table 2-1. The 
fact that the subsidy sides of all these businesses are charged less 
than cost, some are charged nothing (such as mall shoppers), and 
some are charged negative prices (such as some credit card 
customers who get rewards) means that these really are not traditional 
businesses. 

Those who are new to the economics of multisided platforms often 
make a simple mistake. They think that free and negative prices are a 
gimmick that platforms use to get a critical mass of participants. In fact, 
matchmakers commonly charge free and negative prices permanently 
in order to maximize profits. All of the industries listed in table 2-1 have 
been around for a long time. Like OpenTable, they have chosen to 
make the low, zero, or negative prices a permanent feature for 
participants on their subsidy sides. 

Despite these numerous examples, however, the new economic 
theory of multisided platforms doesn’t say that it is always profitable for 
matchmakers to have a subsidy side. Only that it may be. In fact, many 
multisided platforms charge users on all sides. The Wall Street Journal 
charges for online access to its content, even though the cost of 
providing access to an additional reader must be very close to zero, 
and it then charges advertisers for reaching those readers. And while 
women may get a break sometimes, nightclubs in the United States 
typically charge both men and women for admittance and drinks, and 
online matchmakers generally charge men and women the same. 


TABLE 2-1 


PC operating Computer users Developers do not Free 
systems pay directly or pay access fees for 
indirectly through operating system 
computer maker. APIs and only pay a 
nominal amount for 
a software 
development kit. 
Physical Advertisers pay. Readers usually Below cost 
newspapers pay less than the 
marginal cost of 
printing and 
distribution and 
sometimes pay 
nothing. 
US broadcast TV Advertisers pay. Consumers do not Free 
pay. 
Credit cards Merchants pay for Consumers do not Negative 
transactions. pay for transactions 
and sometimes get 
rewards. 
Enclosed Retail stores pay. Shoppers donot Free to negative 
shopping malls pay, get free 
parking at suburban 
malls, and often get 
free entertainment. 


US real estate Sellers pay Buyers do not pay. Free 
brokers commission. 
Equity exchanges Liquidity takers pay Liquidity providers Negative 
commission. often receive 
subsidies. 
Online Sellers often pay Buyers usually do Free 
marketplaces commission. not pay. 
Job recruiters and Employers pay for Job seekers do not Free 
online job boards postings or pay. 
recruitment. 
Yellow pages Businesses pay for Consumers do not Free 
listings. pay. 


Search engines Businesses pay for Searchers donot Free 
advertisements. pay. 
Nightclubs Men pay. Women sometimes Below cost or free 


et in for free or get 
below-cost drinks. 


Building, Igniting, and Designing a 
Multisided Platform 


Multisided platforms often must perform the business equivalent of 


walking a tightrope while juggling. These platforms are selling 
connections. They must balance their treatment of all customer groups 
to ensure that they have enough of the right members of all groups on 
the platform. Pricing is a key element of this balancing act. But many 
other decisions that multisided platforms make—from how they design 
their platforms, products, and services to how they govern interactions 
on their platform—are critical as well, for the same reasons.13 

In some settings, the entrepreneur may have to decide whether he 
should design his new venture as a matchmaker at all. It isn’t 
necessarily the best way to build a successful business. Some online 
retailers have opted to operate traditional one-sided businesses, while 
others have adopted the multisided platform model. Zappos, for 
example, began as a two-sided platform, linking consumers with shoe 
manufacturers. It found that it could offer a more consistent experience 
for buyers by becoming a traditional retailer and taking full control of 
the buyer experience. 

Some businesses are natural multisided platforms. It wouldn’t make 
sense to run a payment card system any other way, for instance. But 
even such businesses may have discretion on how many different 
sides to have. They may find that it is better to supply some things 
themselves than relying on platform participants to do this. 

In the personal computer world, for instance, both Apple and 
Microsoft have mainly relied on independent software developers to 
write and sell apps to run on their operating systems. Except for one 
brief period, Apple has always produced its own hardware. It operates 
a two-sided platform linking app developers with consumers. Microsoft, 
in contrast, has operated a three-sided platform, with personal 
computer manufacturers being the third side. 

Some design decisions involve trade-offs between the interests of 
different groups, and these decisions must be made with an eye to 
maintaining the balanced participation that a matchmaker needs to 
survive. A newspaper could make more advertising available by 
devoting fewer of its pages to content and more to ads. But then it 
would risk losing readers who don’t like seeing many ads interspersed 
in what they are reading. Advertisers will value ads in the newspaper 
less if they reach fewer readers. The newspaper has to weigh the 
costs and benefits of the balance between ads and content in 
designing its newspaper. 

The core of this book in part Il uses case studies of multisided 
platforms to provide a deeper understanding of the concepts that 
we've presented in this chapter. We focus on six critical issues that 
multisided platforms must address. 

The opportunity for a multisided platform ordinarily arises when 
frictions keep market participants from dealing with each other easily 


and directly. Entrepreneurs can identify opportunities for starting a 
matchmaker by looking for significant transaction costs that keep 
willing buyers and sellers apart and that a well-designed matchmaker 
can reduce. 

Multisided platforms have to secure critical mass in order to ignite. 
They have to solve the chicken-and-egg problem of getting both sides 
on board, in adequate numbers, to create value. If they don’t, they will 
implode. If they do, indirect network effects will generally fuel 
sustainable growth. This problem is so hard to solve that 
entrepreneurs need to make sure that the frictions they are trying to 
solve are substantial enough to persuade participants to join and to 
enable the matchmaker, possibly, to fund subsidies to one group of 
participants. 

Getting the pricing structure right is critical both for getting a new 
matchmaker off the ground and for making sure it is profitable in the 
long run. The platform has to balance the interdependent demands of 
the multiple groups of participants. 

Multisided platforms are usually situated within broader ecosystems 
of firms, governments, regulation, and other institutions. A platform has 
to make sure that it can play well with everyone else and it may have 
to cause changes in its environment to do so. It also has to decide how 
many customer groups it wants to connect and therefore how many 
sides to have. 

Multisided platforms operate physical or virtual places where the 
participants get together. They have to make sure they design these 
places with a view toward enhancing the value of the direct and 
indirect network effects between participants. 

Finally, matchmakers have to worry about how participants interact 
with each other. What is unusual about these businesses is that many 
of them have adopted governance systems, complete with “laws,” 
“enforcers,” and “penalties.” The right rules can promote positive 
network externalities, both direct and indirect, and deter negative ones. 

All these issues are harder for a pioneering platform than for an 
entrant into a relatively mature industry. OpenTable had no models to 
follow, for instance; it and its mostly forgotten competitors had to work 
things out from first principles and by trial and error. In contrast, the 
problems facing a new online or offline magazine are relatively well 
understood though rarely simple. It is important to note, however, that 
comfortable multisided platforms in mature industries can find 
themselves in uncharted waters when new competitive matchmakers 
appear, as print newspapers have learned to their sorrow. 

Before we turn to these issues, we need to explain why multisided 
platforms have suddenly become much more prominent in the global 
economy, with preteens emerging as corporate giants and infants 


securing massive market values. 


Turbocharging 


The Technologies Behind the Explosive 
Growth of Matchmakers 


vans was standing at the corner of the Rue de la Loi and Rue 


Royale in Brussels, late for his next meeting, in early June 2015. He 
had the address on his itinerary, somewhere in his e-mail inbox, but it 
was easier just to Google the firm’s address on his iPhone. It was only 
twenty minutes away by car according to the search results, but there 
were no taxis in sight. So he tapped on his Uber app and found a 
driver. Marc picked him up in about ten minutes and delivered him to 
his destination, nearly on time. 

All of the services Evans used for this trip—Google search, the 
Apple iPhone, and Uber—are provided by multisided platforms. 

Those matchmakers are global. Evans could have, and often has, 
used those same platforms for the same purposes in many other cities 
around the world. Only deep poverty, and sometimes regulation, keep 
these companies out of any city on the planet.1 

Multisided platforms have been an important part of the economic 
fabric of many countries for centuries. Several Western European 
countries had national stock exchanges, often called bourses, by the 
eighteenth century. Some matchmakers, such as payment card 
networks, obtained global scale by the late 1970s. None of these 
compared to today’s matchmakers.2 

As we were finishing this book on November 20, 2015, Apple had 
the highest market cap of any company in the world, at $672 billion, 
and Google the second highest, at $515 billion.s Uber was the most 
valuable of the “unicorns’—venture-capital-backed companies that are 
still private and are valued at $1 billion or more—at $51 billion.4 
Matchmakers are likely to be even more important in the future. Seven 
of the ten most valuable unicorns were matchmakers.5 


The platform age is upon us because of the development of 
powerful information and communications technologies that have 
lowered the cost and increased the reach of connecting platform sides. 
It cost Uber virtually nothing to connect Evans and his driver in 
Brussels and to charge Evans and pay the driver, even though both of 
them were about fifty-five hundred miles from Uber’s San Francisco 
headquarters. 

Those technologies have also resulted in the creation of 
foundational multisided platforms on which other matchmakers can 
build. These “platforms-for-platforms” include fixed and mobile Internet 
service providers, which connect users and content providers, and 
computer operating systems, which, working on top of fixed and mobile 
computing devices, connect users and app developers. 

These information technologies and the foundational platforms they 
power have turbocharged the ancient matchmaker model. 


The Six Turbocharging Technologies 


Six new and rapidly improving technologies have driven matchmaker 
innovation by reducing the cost, increasing the speed, and expanding 
the scope of connections between platform sides.6 


More Powerful Chips 


It required a lot of computer power for Evans to use his phone to ask 
Uber for a ride, for Uber almost instantly to figure out how to match up 
all the drivers and passengers who were looking for rides around the 
same time in Brussels, and to point Marc, the driver, to Evans, the 
passenger. 

Since the mid-1950s, computer processing has been based on 
transistors, which have become much smaller over time. That has 
made it possible to pack more transistors closer together on a single 
chip, which in turn has increased the speed at which chips can execute 
instructions. By the late 1970s, these more powerful chips enabled the 
first personal computers. The chip for the first IBM PC, introduced in 
1981, had twenty-nine thousand transistors on it; the chip for the 
iPhone 6, introduced in 2014, had two billion transistors. The iPhone 
chip is about three hundred times faster than the IBM PC chip was.7 

In 2008, more than a billion personal computers were in use, but 
sales began to flatten in 2010 as PCs gave way to devices small 
enough to fit in a purse or pocket. Continued progress in 


miniaturization has made it possible to produce the fast and powerful 
computers that power the iPhone and devices based on the Android 
operating system. In 2014 alone, more than 1.2 billion of these 
smartphones were sold worldwide, along with more than 200 million 
tablet computers.s 


The Internet 


When Evans was looking for his destination and a ride to get there, 
and Marc was looking for a passenger and directions to the 
destination, they both used mobile devices connected to the Internet to 
communicate with Uber and Google. 

The Internet refers to physical networks that wind through the 
countryside, traverse the oceans, and ultimately connect computing 
devices all around the world, using the same protocols to 
communicate. The development of standards and technologies, 
starting in the 1960s, enabled computers to communicate with each 
other over physical networks and for each of those physical networks 
to communicate with each other. The US government originally 
operated this network of networks, which was fully opened to 
worldwide commercial traffic in 1993.9 

As companies emerged to provide transit services between 
networks within countries and between countries, capacity was added, 
and Internet traffic exploded. On November 22, 2015, at 12:00 p.m. in 
Boston, one source reported that more than 3.25 billion people 
worldwide had Internet access over fixed or mobile devices.i0 That 
was 44 percent of the 7.38 billion people in the world. 


The World Wide Web 


When Evans googled his destination in Brussels, he used the Chrome 
browser on his iPhone to access the Google search engine on the 
web. Google had indexed all the websites for its search engine, and it 
was able to find Evans’s destination almost instantly in its database. 

The web consists of all of the sources of content, written and 
transmitted in a standard way, that are available over the Internet and 
can be accessed by a browser. The software technologies behind the 
web, such as HTML, have improved drastically since they were 
introduced in 1990. Meanwhile, the Internet’s capacity has expanded 
many times to handle the enormous growth in web traffic. 

Globally, in November 2015, there were 173 million active websites 


connected to the Internet.11 They included opentable.com, as well as 
sites that attract far more traffic, such as facebook.com, and a vast 
number of sites that attract much less, such as eckerts.com. Many 
websites are in the business of providing content and services. They 
are often referred to as “edge providers” or “Internet content 
providers.” Many of these edge providers are matchmakers. 


Broadband Communications 


Mobile broadband connections made it possible for Evans to reach 
Google and Uber’s servers and for Marc to reach Uber’s servers from 
their mobile phones, and to do so nearly instantly and at negligible 
cost. 

The speed and capacity of the Internet has improved enormously 
over the last two decades. Fixed-location connections have improved 
as a result of the introduction and improvements in broadband, which 
permits very rapid transmission of information along a coaxial cable, 
fiber-optic line, or even a copper wire. By the end of 2014, there were 
more than 750 million fixed broadband subscriptions around the 
world.i2 In 2014, the average connection speed, across 199 countries 
served by Akamai, which operates a global content delivery network, 
was 4.5 megabits per second (Mbps).i3 This speed is three times 
faster than it was in 2008, and fast enough to stream—or play—a 
movie sent from a server in real time. 

Mobile connections have also improved. Before 2000, cellular 
networks could not handle significant amounts of data, since the 
average download speed of GSM networks was only 9.6 kilobits per 
second (kbps). Innovations by companies like Qualcomm and others 
made it possible to increase the speed and capacity of wireless 
transmission and led mobile network operators to introduce third- 
generation (8G) networks beginning around 2001 and then fourth- 
generation (4G) networks beginning around 2011. In July 2015, 
Verizon advertised that its 4G LTE network provided download speeds 
of five to ten Mbps. The number of mobile broadband subscriptions per 
one hundred people reached thirty-two globally, eighty-four in 
developed countries, and twenty-one in developing countries. Globally, 
mobile broadband penetration in 2014 was almost four times as high 
as it was in 2009.14 


Programming Languages and Operating Systems 


Computers are useless unless people can tell them what to do, and 
they are nearly useless without a convenient language that can be 
used to give them complex instructions clearly and correctly. The first 
useful programming languages were developed in the 1950s. Since 
then, many new and more powerful and flexible languages have been 
developed. Many of the modern languages descend from C, which 
was developed at Bell Laboratories in the early 1970s.15 In the early 
1990s, a team of engineers at Sun Microsystems developed Java, 
which has become one of the most popular languages for web-based 
and mobile-phone apps. 

With these languages, developers could write programs that could 
run on server computers connected to the Internet and, potentially, 
could make their services available to everyone connected to the 
Internet. They could write apps that would run locally on individual 
computers, as well as apps that would straddle the two. One survey 
identified more than 11 million professional software developers in 
ninety countries in 2014.16 

As we discuss further later, these programming languages also 
made it possible to write complex “operating systems” that provide 
valuable services to apps and give detailed instructions to the 
underlying computer hardware. The development of operating 
systems, and the division of labor between operating systems and 
apps, has unleashed the power of the microchip. 


The Cloud 


There are now 5.5 million server computers connected to the Internet. 
Companies own or lease servers, on which they store the content that 
they make available to their customers and others.i7 Together, these 
servers, which sit on the edge of the physical network of networks, are 
called the “Cloud.” They provide the computational resources and data 
for what people do on their personal computers and smartphones. 

The Cloud, however, is more than a label for a collection of 
computers. As Internet speeds have increased, there is little difference 
between working with a computer on your desk and one on another 
continent. Companies, including giants such as Amazon, are in the 
business of providing storage and computation as a service to other 
businesses. This means a new Internet-based matchmaker doesn’t 
need to buy and manage servers and write all its own software to 
create a web presence. It can instead pay to rent storage space and to 
use software made available by a Cloud provider. If its business grows 
rapidly, it can simply rent more resources from the Cloud. And it can 
make powerful software, with access to enormous databases, 


available to anyone with a mobile device or personal computer, with an 
Internet connection. 

Developments in these six technologies continue, with no significant 
slowdown in sight. Programming languages and operating systems are 
becoming more useful, computers are getting faster, Internet access is 
spreading within and across countries, the amount of content on the 
web is growing, more people are getting faster connection speeds for 
fixed and mobile devices, and storage and computation is moving to 
the Cloud. 

These six technologies have enabled the development of two 
foundational multisided platforms that support other multisided 
platforms: Internet service providers and operating systems. 


Two-Sided Platforms for People and 
Content Providers 


The companies that link users to the Internet and, thus, to online 
content providers are two-sided platforms known as “Internet service 
providers” (ISPs). Until recently, these ISPs charged users for access 
to edge providers (Internet content providers), but did not charge edge 
providers for access to users.18 

“Fixed ISPs,” such as Time Warner Cable in Manhattan, Free in 
Paris, or CNC in Beijing, provide a connection at a defined physical 
location. They are typically cable television or telephone companies 
that had been wiring homes and businesses long before people started 
browsing online. Fixed ISPs also enable people and businesses to 
operate wireless networks at fixed locations such as at home or at a 
café. Increasingly, people are able to access the Internet over fixed 
wireless networks operated by businesses or public agencies. 

When people want to access an edge provider—to post on their 
Facebook page (which involves an upload from their computer to 
Facebook’s computer) or stream a movie from Netflix (requiring a 
download from Netflix’s computers to their device), they make a 
request on their computer. The fixed ISP takes that request and 
transmits it, generally using other physical networks to which it is 
connected, to the edge provider.i9 The edge provider sends bits back 
over the Internet, they arrive at the ISP, and the ISP passes the bits 
across its local network to the requesting device. Until a few years ago, 
fixed ISPs were the only way most people could access the web. 

“Mobile ISPs” provide an Internet connection to mobile devices, so 
that users can access the Internet wherever they can get a wireless 
signal. Mobile ISPs are mobile network operators that also offer 


telephone calls and SMS messages over cellular networks. Many of 
these operators were building cellular networks well before it was 
possible to use mobile technology to transit large amounts of data. 
They built cell towers throughout the countries they served. 

Mobile ISPs connect edge providers and mobile device users. An 
edge provider gets to the front door of a mobile network operator over 
the physical Internet. But instead of connecting to the end user with a 
wire or cable, like fixed ISPs, a mobile ISP connects to the end user’s 
mobile device via radio waves, no matter where that device is located, 
as long as there is a cell tower close enough. 

Fixed and mobile ISPs have helped usher in the platform age by 
making it possible for edge providers to connect with billions of people 
around the globe at very little cost. All edge providers need is a 
connection to the Internet that is fast enough and has enough capacity 
to carry their traffic to a transit provider, which ultimately connects to 
ISPs worldwide through the network of networks. 

It is impossible to overstate the importance of ISPs. By giving 
matchmakers access to most everyone in the world at low cost, these 
ISPs make it possible for them to obtain enormous positive indirect 
network effects without much investment. When Uber decided to 
expand from San Francisco to Brussels, it didn’t have to build a 
physical distribution facility or even hire a stable of dispatchers to 
handle calls and direct drivers. It just needed to recruit drivers and hire 
lawyers to fight regulatory battles. 

Users still have to get access to these foundational multisided 
platforms. The cost of obtaining a connection and the cost of uploading 
and downloading data has declined dramatically, however, making it 
possible for 44 percent of people on earth to have access to the 
Internet.20 A considerable portion of the remaining 56 percent will 
obtain access in the next few years as cellular networks expand and 
as costs come down further. Global multisided platforms such as 
Facebook and Google, which benefit from getting more people on 
board, are investing in satellite and other technologies for spreading 
the Internet to the poorest parts of the world. 

Thus, multisided platforms, powered by fixed and mobile ISPs, 
themselves multisided platforms, can connect billions of people and 
millions of companies around the globe. They have the prospect of 
reaching many more in the years to come. 

There’s a limit to how many people can go to a nightclub or 
participate in a speed-dating event to meet people of the opposite sex. 
As a result of these foundational platforms, however, Tinder, the dating 
app, which started in September 2012, can connect billions, if that 
many men and women want to participate. According to a September 
2014 article, it is available in twenty-four languages and has 10 million 


active daily users.21 


Two-Sided Platforms for App Users 
and Developers 


A multisided platform that most of us never see, and few of us can 
really imagine, is the invisible engine that powers almost everything we 
do with personal computers and, most importantly, with mobile devices 
such as smartphones, tablets, and smart watches.22 It is the operating 
system that lives, as bits, in the memory of these microchip-based 
devices. Before it was turned into bits, it was written in one of the 
programming languages we discussed earlier. It generally involves 
millions of lines of instructions—what’s known as code—in that 
language.23 

Some computer operating systems are multisided platforms. The 
Windows and Mac OS operating systems provided a standard 
environment connecting personal computer users and app developers. 
Application developers rely on these operating systems to provide 
services such as performing calculations or drawing things on the 
screen. People then use these operating systems to get access to 
those apps as well as to the computer power from the device. The 
flood of high-powered apps for these operating systems helped drive 
the massive adoption of personal computers around the world. 

More recently, Apple’s iOS and Google’s Android operating systems 
for mobile devices have put the power of computers in the hands of 
billions of people and have enabled millions of developers worldwide to 
create apps for them. Their impact on spawning matchmakers has 
been enormous. 

When Uber started, for example, it consisted of a few people with a 
vision. They hired developers to write an app, first for the iOS 
operating system platform on the iPhone, and then for the Android 
operating system.24 They then put those apps in app stores that made 
them available to people who used these mobile platforms. 

For a small fee, Uber obtained access to software development 
tools for building its apps and for access to all of the services provided 
by these software platforms—from the keyboard for typing in 
addresses to the geo-location services on the handsets. All the people 
who used Uber 140 million times in 2014, and all of those who used it 
in the more than three hundred and fifty cities in sixty-seven countries 
where it was available in November 2015, had downloaded the Uber 
app onto their smartphones.25 

Mobile operating systems, particularly iOS and Android, are 


foundational multisided platforms that power other important platforms. 
They are critical components of ride-hailing apps such as Uber and its 
Chinese competitor Didi Kuaidi and important for music apps such as 
Spotify. Mobile operating systems are also important for “old” Internet- 
based matchmakers. Google earned 20 percent of its advertising 
revenue from the use of its apps on smart mobile devices in 2014, and 
Facebook earned 73 percent of its ad revenue that way in the first 
quarter of 2015.26 

These mobile operating systems, combined with smart mobile 
devices, have begun to tear down the walls between the online and the 
offline worlds. 


There’s Just One World Now 


People started making the distinction between the online and offline 
worlds in the early 1990s, as the commercial Internet took shape and 
the creation of interlinked HTML documents spawned the World Wide 
Web.27 The online world was where we connected with our computers 
to do things, and the offline world was where we did everything else. 

Now these worlds are being folded into one, and the distinction 
between online and offline is mattering less and less. When Evans was 
looking for a ride in Brussels, and Marc was looking for a passenger, 
both were living in the physical world of cars, city traffic, fumes, and 
buildings. But they found each other and navigated their way around 
the city by using their mobile devices to link to the Cloud. 

We are moving rapidly to one world, where physical space is 
densely populated with connections to the Cloud. In developed 
countries, people are already connecting to one another with smart 
mobile devices, including phones, tablets, and watches. Businesses 
are using connected computing devices with sophisticated payment 
apps and small wireless devices, called beacons, to connect to 
consumers in the store. These smart mobile devices, with their 
invisible engines, connected by mobile broadband and fixed wireless 
networks to the Cloud, provide a foundation for new multisided 
platforms to solve more frictions, reduce more transaction costs, and 
make more mutually valuable connections in ways we can't yet 
envision. 


Creative Destruction 


Each of the six technologies we have described in this chapter 


reinforces the others. As they have advanced over time, they have 
compounded each other, resulting in a rapidly accelerating increase in 
the power they provide matchmakers. Even without these 
technologies, matchmakers have indirect network effects that can 
produce rapid growth for anyone who can solve the ignition problem. 
With them, matchmakers have an ever-increasing source of 
dynamism. 

In 1942, the economist Joseph A. Schumpeter described the results 
of innovation in market economies:28 


[The] process of industrial mutation ... incessantly revolutionizes 
the economic structure from within, incessantly destroying the old 
one, incessantly creating a new one ... [This process] must be 
seen in its role in the perennial gale of creative destruction. 


These turbocharged matchmakers are the forces behind a gale of 
“creative destruction” that is revolutionizing economies worldwide. 

There is plainly more to come, but new turbocharged matchmakers 
have already roiled existing industries. In some cases, they have 
created value by reducing frictions without threatening existing firms. 
OpenTable, for example, helps white-tablecloth restaurants work more 
efficiently by reducing the amount of labor they need for taking 
reservations and reducing the number of empty tables. Perhaps some 
reservation takers lost their jobs, and restaurants bought fewer pencils 
and notebooks, but OpenTable didn’t destroy businesses. 

Looking over the last decade, however, it is clear that turbocharged 
multisided platforms have developed better ways of doing things that 
are devastating traditional businesses. Pioneering turbocharged 
matchmakers have even displaced traditional matchmakers. 

Ad-supported web-based businesses such as Yahoo wiped out a 
significant chunk of the market value of newspaper businesses. As 
readers shifted their attention to online media, advertisers reduced 
spending because newspapers had fewer readers. Newspapers had 
made a significant amount of profit from classified advertisements. 
Two-sided platforms such as Craigslist, which connects buyers and 
sellers without needing to spend on content, and Monster, which 
connects companies looking for workers with people looking for jobs, 
took a large portion of those advertisers. Total advertising revenue for 
physical newspapers in the United States declined from $47.4 billion in 
2005 to $20.2 billion in 2013, a 57 percent drop in less than a 
decade.29 

With less advertising revenue, newspapers couldn't spend as much 
on content. And, as we discuss in chapter 6, they increased their 
reliance on reader revenue. As a consequence of reduced content and 


higher prices, they lost more readers, which made them even less 
attractive to advertisers. A death spiral set in for many. The average 
circulation of daily newspapers in the United States declined by 31 
percent between 1995 and 2014: from 58.2 million in 1995 to 40.4 
million in 2014.30 Between 1990 and 2014, the number of daily 
newspapers in the United States fell by 280, 17 percent of the total.31 
Many of the survivors are shadows of their former selves: total 
newsroom employment fell by 42 percent over this period.32 

Travel agents are another example. They used to act as 
intermediaries between people looking to travel and travel-related 
businesses such as airlines and hotels. Two-sided matchmakers 
operating from the Cloud, such as Expedia, offer more efficient and 
cheaper alternatives. According to the US Bureau of Labor Statistics, 
there were forty-four travel agents for every hundred thousand people 
in the United States in 2000. That had declined by 55 percent, to only 
twenty per hundred thousand people in 2014.33 

Uber, along with similar companies such as Lyft and Didi Kuaidi, 
has created a great deal of value for consumers and drivers. But the 
traditional taxicab business is threatened as a result. Taxi drivers 
worldwide are protesting and trying to stop these new matchmakers. If 
they don’t, the traditional taxi business will likely go into terminal 
decline. This may already have begun. The prices of taxi medallions— 
which provide a permanent right to drive a taxicab in some cities—are 
falling.s4 Medallion prices declined 23 percent in New York City 
between 2013 and 2015.35 

In part Ill of this book, we present case studies of two major 
examples of creative destruction. In 2007, a multisided platform that 
uses mobile phones to move money between people started in an 
impoverished country in Africa. It grew explosively. As a result, it 
leapfrogged the traditional banking industry as well as payment cards. 
Meanwhile, in the United States, creative destruction has swept 
through one of the largest sectors of the economy—retail trade. It has 
completely destroyed some categories, such as video-rental stores, 
forced existing players to reinvent their businesses, and resulted in an 
accelerating wave of innovation in how people shop and buy. 

Although the turbocharged platforms are more powerful than earlier 
ones, they follow the same economic principles as their older siblings. 
To better understand how matchmakers create value and, in some 
cases, destroy firms that aren’t as efficient, in part II we look in detail at 
how matchmakers deal with frictions, ignition, pricing, ecosystems, 
design, and governance. 


Building, Igniting, and Operating 
Matchmakers 


Friction Fighters 


How Multisided Platforms Create Value by 
Finding and Reducing Transaction Costs 


t is 1998. Zhang Wei operates a small manufacturing plant in 


Foshan, about twenty miles outside of Guangzhou in southeast 
China.1 He makes plastic sheets, which he sells to other companies 
that use them to make other products. Twenty years before, in 1978, 
the Chinese Communist Party had started down the path of economic 
reform. After it “let some people ... get rich first,” many small 
businesses started throughout China.2 

Wei was one of those. After working in a state-owned manufacturing 
business, he started his business, Foshan Plastic Sheets, in 1986. By 
1998, he had five employees, sales of 500,000 renminbi (RMB) 
(roughly $60,000), and great ambitions. But it wasn’t easy expanding a 
business in China, which in 1998 was a poor country. Average GDP 
per capita per year was a paltry $826, significantly limiting Wei’s 
market.3 

The fundamental facilities and institutions that make market 
economies work were woefully underdeveloped in China. There were 
about seven landline phones per one hundred people, compared to 
forty-four in neighboring South Korea and slightly fewer than Ecuador, 
which had eight per one hundred.4 Hardly anyone had a mobile phone 
—about two subscriptions per one hundred people.s In addition, 
making calls was expensive. 

The road system was dreadful, and the railroad system was also 
underdeveloped.s That made it difficult to move goods between the 
hundreds of cities in China and the vast rural areas. Businesses also 
couldn’t depend on the slow-moving legal system, staffed by judges 
and lawyers with little or no knowledge of, or experience with, private 
business, to enforce contracts or property rights. Businesses couldn’t 


trust people they didn’t know. 

Small and medium-sized enterprises (SMEs), like Weis plastic 
factory, were penned into local markets. They depended on personal 
relationships with partners. When they bought raw materials or sold 
their products, they used cash. Doing business outside China was 
virtually impossible. Wei, for example, sold most of his annual 
production of plastic sheets to other companies near his factory. He 
knew the other owners he was doing business with. When he got a 
new customer, he usually insisted they pay him with cash when he 
delivered, and they inspected, the plastic sheets. 

Despite these challenges, economic reforms had enabled Chinese 
entrepreneurs to create more than 154,000 SMEs in China by 1998.7 
Together with the elimination of most price controls and the 
privatization or closure of many state-owned businesses, the reforms 
spurred the economy. Between 1989 and 1998, average GDP grew at 
more than 10.2 percent a year.s A middle class was emerging that 
would drive the demand for the products of SMEs, including Wei’s 
plastic sheets. 

The huge frictions that SMEs in China faced presented an 
opportunity. Creating an online business-to-business (B2B) site to 
reduce the transaction costs separating business buyers and sellers 
was an obvious solution. China was connected to the commercial 
Internet that had taken off in the United States several years earlier. 
Many Chinese entrepreneurs, with an eye toward the US dot-com 
boom, had tried to start online businesses. 

Friction is key to understanding whether an entrepreneur even has 
a hope of starting a viable multisided platform business. The reduction 
of substantial friction is a necessary condition, but not a sufficient 
condition, for a multisided platform to succeed. 


The Value Pie 


A regular business has to make sure that its customers are getting 
good value—that what they get is worth more than what they pay. And 
it has to ensure that it is making a profit—that the revenue it gets 
covers its costs and delivers a good rate of return for the business and 
its investors. It has to divide the value pie between itself and its 
customers so both it and its customers are happy. 

A multisided business has a far more difficult problem. It has to 
make sure that not only do members of each of its customer groups 
get enough value to want to participate, but that enough of them 
participate to make members of each of the other customer groups 


want to participate as well—to generate the positive network or 
feedback effects that matchmakers need to survive and grow. 
Sometimes doing that requires giving such a large slice of the total 
value to one group that the platform doesn’t make money from them. 
Recall that OpenTable didn’t charge diners anything for making 
reservations and even gave them rewards for using its valuable 
service. 

A multisided platform has to make sure that the value pie is big 
enough to give every group a large enough slice to convince them to 
stay, and to leave itself enough to cover its costs and provide a good 
rate of return. All else equal, the bigger the pie, the more likely there 
are large enough slices to make everyone happy. 

Fundamentally, multisided platforms create value by reducing 
frictions. They are more valuable in total to all parties the more 
important the frictions they address are, and the greater their success 
at reducing them. Before OpenTable, people had to spend a significant 
amount of time making reservations at good restaurants for busy 
nights, and restaurants had to spend significant resources managing 
those reservations. Solving those frictions created a big enough pie to 
make all the stakeholders, the diners, the restaurants, and OpenTable 
significantly better off. 

Some frictions aren’t significant enough to sustain a multisided 
platform; reducing them wouldn't create much value. Americans can 
pay with plastic debit or credit cards at stores in a few seconds. It is 
hard to get them excited about paying with a mobile phone instead just 
to shave maybe a second off that process.9 Several highly publicized 
attempts, by well-financed companies, to ignite mobile payments have 
failed. Indeed, as we discuss in chapter 10, even Apple has struggled 
to get its mobile payments solution, Apple Pay, widely used in the 
United States. 

The smaller the value pie, the harder it is to slice it up in a way that 
gets all customer groups on board and leaves enough money for the 
platform. That’s especially true when the platform must provide 
subsidies to a group that it needs to get onto the platform to attract the 
other groups it needs to generate profits. 

An entrepreneur considering whether to start a multisided platform 
must consider what friction that platform would address, how much of 
the friction it could eliminate, how much value doing so would create, 
and whether that is enough to ignite a sustainable and profitable 
business. Anyone, from investors to suppliers to customers, who is 
taking a risk with a multisided start-up, should analyze these same 
issues to predict whether the platform could succeed. 


Communication and Trust 


In February 1999, Ma Yun brought seventeen colleagues together in 
his apartment in Lakeside Garden, in Hangzhou, to develop an e- 
commerce business focused on Chinese SMEs.i0 Known in the West 
as Jack, Ma was already an Internet veteran. Four years earlier, he 
had started China Yellow Pages, which provided listings of companies 
online for a fee, but he lost control of the venture to Hangzhou 
Telecom after their partnership deal turned sour. He then headed a 
company that set up trade websites for a government ministry. (It 
owned 70 percent; he had 30 percent.11) He quit that in frustration with 
government bureaucracy. His team left with him. They headed back to 
Hangzhou for their next adventure, with a lot of knowledge about 
working with small businesses in China and of the opportunities 
provided by the Internet.12 

The team went to work, huddled together in Ma’s apartment, to 
develop two related B2B online marketplaces. In March 1999, they 
launched alibaba.com, in English, to connect global buyers to primarily 
Chinese sellers. Ma chose “Alibaba” because the name and the tale 
were known around the world and had positive, magical associations. 
Later that year, they also opened alibaba.com.cn, in Chinese, to 
connect Chinese buyers and sellers. 

Ma was clear about the friction he sought to reduce when he 
unveiled the business to the world. According to Reuters, Alibaba’s 
view was that “poor telecommunications in Asia, particularly in China, 
make the Internet a fast and cost-effective tool for ensuring the flow of 
business information.”13 The site was designed simply as a 
communication platform to reduce the transaction costs of connecting 
sellers within China to buyers inside and outside China. 

At first, there were no fees. Everything was free, as Alibaba worked 
aggressively to build a critical mass of buyers and sellers to do 
business with and attract each other.14 Companies were given tools to 
create their own web pages on the new sites. That way, buyers and 
sellers could check each other out. By October 1999, more than forty- 
one thousand “subscribers” had set up free pages. About 55 percent 
were from China and the rest from around the world. 15 

Subscribers could also post offers to buy and sell. The websites 
organized products and services by categories, such as “industrial 
supplies” and subcategories such as “bearings.” According to an 
archived snapshot of alibaba.com on a day in February 2000, there 
were 21,976 buy offers posted, along with 52,863 sell offers, and 
275,879 responses between buyers and sellers. 16 

The Hengii Bearing Factory of Shandong China posted, for 
example, “my factory supplying the various type of bearings at low 


price, and supplying the various type carbon steel bearings at very 
inexpensive price.” In the same section, Mantech International, based 
in Pakistan, posted that it was looking for a quote on particular kind of 
bearing. 

Alibaba also provided an e-mail service called “BizMail,” which 
enabled buyers and sellers to communicate directly with each other, as 
well as community chat rooms called “Biz Club.” These efforts to 
enable buyers and sellers to communicate with each other and to do 
business online reduced a significant friction and helped ignite the new 
B2B marketplace. 

By December 2001, Alibaba had more than 1 million “members.”17 
According to one account, the number of members was increasing by 
one or two thousand a day. There were more than seven hundred 
types of products. The markets had become thick. One source 
observed that someone who wanted to buy a thousand badminton 
rackets “could find at least a dozen Chinese suppliers on Alibaba.”1s 

The ability to communicate by e-mail, to interact in chat rooms, and 
to review company profiles helped reduce another major problem in 
doing business with distant, and previously unknown, buyers and 
sellers: whether they could trust each other. Nevertheless, trust was 
still a problem, particularly given the state of the legal system in China 
and the difficulty that any business has in dealing with problems with a 
distant buyer or seller when transportation and communications are 
poor. According to an Alibaba survey, “90% of businesspeople 
conducting business online cite ‘Trust’ as the most important factor in 
finding trading partners online, ahead of ‘Quality’ and ‘Price.’””19 

Starting in 2001, Alibaba set out to reduce this source of friction by 
creating International TrustPass, which was launched in August of that 
year. It launched TrustPass for its domestic site the next year. Alibaba 
provided authentication and documentation services for businesses in 
China and would even “use third-party corroboration to give objective 
evaluations of members.”’20 According to Alibaba, “TrustPass’s most 
innovative feature is the use of an open Feedback Forum, a live online 
platform in which members with TrustPass can view and post 
comments on the quality and service levels of other members.”21 

Over the next several years, Alibaba built more features into its two 
B2B websites to make it easier for buyers and sellers to find each 
other, to communicate, to consummate transactions, and to measure 
their trust in their trading partners. As Alibaba summarized the state of 
the sites in its 2007 prospectus, “Through active listings, inquiry 
exchanges, instant messaging, discussion forums and other easy-to- 
use community features provided by us, suppliers and buyers have 
formed large interactive online communities on our market places.”22 

During June 2007, TradeManager, its instant messaging tool, had a 


peak of 540,000 online users. There were over 200 online forums with 
more than 4.2 million registered users. By becoming “an efficient, 
trusted platform,” it had gotten more than 20.9 million businesses on its 
Chinese community and 3.6 million on its international community, and 
it had grown into the largest B2B marketplace in the world.23 

Alibaba succeeded by identifying and reducing key frictions that 
limited markets for Chinese SMEs. It believed SMEs in China 
confronted five challenges: “(1) limited geographic presence which 
restricts their ability to develop customer and supplier relationships 
beyond their local markets; (2) fragmentation of suppliers and buyers 
which makes it difficult to find and communicate with suitable trading 
partners; (3) limited communication channels and information sources 
to market and promote their products and services to find new markets 
or suppliers; (4) relatively small scale of operations which limits their 
resources for sales and market; and (5) absence of efficient 
mechanisms for evaluating the trustworthiness of trading partners.”24 

Consumers and retail businesses faced many of these same 
challenges. But there were other frictions that needed solutions as 
well. 


Retail Frictions 


By the early 2000s, China was booming. The average real GDP 
growth rate ranged from a low of 7.6 percent to a high of 11.0 percent 
between 1995 and 2004.25 Retail spending was increasing rapidly as 
Chinese consumers, particularly urban ones, got higher-paying jobs 
and accrued wealth from investments in real estate and stocks. They 
wanted to shop. 

Conventional retail businesses had trouble keeping up with 
consumer demand. China had few shopping malls outside of large 
cities and little retail space overall. The economic reforms had enabled 
markets and unleashed growth, but they hadn't reined in the local 
officials who stood in the way of anyone seeking to build brick-and- 
mortar stores. Getting a permit to build a store on the main street or 
build a shopping center could take a long time. Consumers couldn’t 
find shops because retailers couldn’t find space. That’s a problem that 
continues to this day, especially outside of large cities. 

Online merchants might have been able to fill the gap, but trust was 
the big problem there. Between the online retailer and the shipping 
company, consumers didn’t have a lot of confidence that they would 
get what they ordered. It might never show up, it might be damaged, or 
it might not be what they had expected to get. They didn’t know whom 


to blame. And even if they did know, they had little recourse. It wasn’t 
like the United States, where consumers could pay with a credit card 
and get their card company to reverse the charge if they weren’t 
happy. 

Because of these frictions, Alibaba saw an opportunity to expand 
into consumer marketplaces. In the first half of 2003, it launched an 
online website called taobao.com. Small merchants and individuals 
could open up online stores where they could sell directly to 
consumers. Taobao entered into a highly publicized competition with 
eBay, which had bought a Chinese site, and succeeded in pushing 
eBay out of the market. Unlike eBay, Alibaba kept transaction fees at 
zero as it focused on building up scale, and its online stores offered 
fixed prices rather than auctions. 

The next year, Alibaba introduced an escrow account to solve one 
of the major trust-related frictions in this marketplace. Using a new 
payment service, Alipay, a consumer would pay for goods when she 
purchased them and the payment would be deducted from her bank 
account.26 But Alipay wouldn’t release the funds to the merchant until 
the consumer verified that she had gotten the goods and was satisfied 
with them, or a certain period of time had elapsed without hearing from 
the consumer. 

According to one online retailer, who used several e-commerce 
platforms at the time, Taobao had a much better system for monitoring 
buyers and sellers than its competitors did.27 Before Alipay, a shopper 
had to go to a bank or post office to send the merchant a money order. 
After the merchant cashed the money order at a bank or post office, 
she would ship the merchandise. It usually took between fifteen and 
twenty days from the time she got the order until she shipped it. 

Over the next few years, Alibaba also developed a highly 
sophisticated fulfillment operation. It partnered with companies in 
China that did the actual transportation, but Alibaba managed the 
process and maintained quality control. Once this system was in place, 
along with the escrow account and a rating system for sellers, 
consumers began to feel confident about ordering goods from 
merchants online. 


The Alibaba Multisided Platform 


By the late 2000s, Alibaba had evolved into a series of interconnected 
platforms with several sides in common (see figure 4-1). 


FIGURE 4-1 


merchandise value was $370 billion during 2014.31 In September 
2014, Alibaba had the largest initial public offering (IPO) ever on the 
New York Stock Exchange, and as of late November 2015, its market 
capitalization, exclusive of Alipay and some other affiliated companies, 
was just under $198 billion. 

The Western media and academics sometimes refer to Alibaba as 
the Amazon, or eBay, of China. It isn’t. There isn’t anything like it 
outside of China. In part, that is because it is the only major Internet 
property that has integrated marketplaces for B2B and B2C. Some of 
the difference is just cultural. But much of it involves features that are 
highly customized to solving problems—such as trust and 
communication—that have been more acute in China than in the 
United States or other developed countries. 

Indeed, just because those frictions in China were large and 
provided a value pie that enabled Alibaba to secure explosive growth 
and make enormous amounts of money, the same would not 
necessarily be true anywhere else. In fact, around the same time Jack 
Ma and his team were building their highly successful B2B business, 
hundreds of online B2B marketplaces in the United States were 
collapsing. 


The Mass Extinction 


By 2001, there were more than sixteen hundred B2B exchanges in the 
United States.32 Most specialized in a particular commodity or group of 
commodities, such as the chemicals used in pharmaceutical 
manufacturing. They were among the market darlings of the Internet 
boom. A book published around this time was titled B2B Exchanges: 
The Killer Application in the Business-to-Business Internet 
Revolution.33 Jupiter Communications estimated in 2000 that online 
exchanges would handle $6.3 trillion of B2B transactions, 42 percent 
of the total, by 2005.34 Goldman Sachs was a bit less optimistic with 
an estimate of $4.5 trillion by 2005. In fact, by that year, virtually all of 
the B2B exchanges were dead. 

Most of them went down soon after the 2001 dot-com bust.35 It is 
hard to overstate the deafening silence that followed their collapse. 
Economists and business school professors had extolled the future of 
online B2B exchanges for more than half a decade, from 1995 to 2001. 
Analysts debated how big the B2B exchange business would be, and 
how quickly it would get there, not whether it would succeed at all. 
Venture capital money poured into the hundreds of start-ups that 
sought their fortunes in this new area. There were few doubters. Then, 


as simple search reveals, after 2001 hardly anyone talked about B2B 
exchanges anymore. There weren’t even eulogies or postmortems. 

Figuring out the cause of the B2B extinction is much simpler than 
that of the dinosaurs. In the United States, at least, there just wasn't a 
serious problem for which most B2B exchanges were the solution. 
Most business buyers and sellers didn’t suffer from the problems that 
plagued their Chinese counterparts. They could telephone or fax each 
other for a pittance, and by the late 1990s, e-mail was in widespread 
use. The more sophisticated businesses could use electronic data 
interchanges to manage buying and selling. Large buyers, like 
Walmart, had set up portals to help handle suppliers. 

There were lots of trade shows, a highly developed industry, where 
buyers and sellers could meet. It was easy for buyers and sellers to fly 
to Chicago where McCormick Place has trade shows constantly. It was 
also easy to ship exhibition booths around the country. Every business 
of any significance could get a lawyer to write or review contracts, and 
there was a well-developed legal system for dealing with problems that 
might arise. In short, there wasn’t much standing in the way of small- 
and medium-sized businesses reaching a large national market if they 
had the right products at the right prices. 

Some of the B2B exchanges argued that they could get the best 
prices for buyers. That was a great value proposition for the buyers. 
But the best price for buyers is the worst price for sellers. Sellers were 
reluctant to join these exchanges because, for them, it meant 
increased competition that would beat down their prices. The 
reluctance of one side to join a platform is not automatically a 
showstopper, of course. The B2B exchanges could have paid 
suppliers to join. That would have required the exchanges to generate 
enough value from solving frictions to benefit buyers, make a profit, 
and provide payouts to suppliers. Apparently, there wasn’t enough 
value to go around to pay off the suppliers.ss Most of the US B2B 
exchanges were similar to alibaba.com.cn (later 1688.com.cn). They 
were like online malls. Unlike their Chinese counterparts, however, US 
sellers didn’t need to use them to find potential buyers. 

The B2B exchanges in the United States ultimately failed en masse 
because the friction they were trying to reduce wasn’t significant 
enough to get enough buyers and sellers on their platforms. The value 
pie was too small. The buyers who joined early left disappointed 
because there weren't enough suppliers, and the early suppliers left 
disappointed because they weren’t making enough profitable sales. 
The exchanges had trouble attracting other buyers and sellers to take 
their places because there weren't enough trades possible on the 
platform to make it worth their while to join. The exchanges couldn’t 
grow, and because they couldn’t get positive feedback effects from 


indirect network externalities working for them, they fizzled. 


Clever Survivors 


To be clear, there certainly were frictions in B2B dealings in the United 
States and other developed countries. They just weren't the same 
ones as in China, and they weren't as serious. They also weren’t ones 
that many of the US B2B exchanges were set up to solve. And they 
certainly weren't large enough to support the valuations that the 
market initially placed on US B2B exchanges. 

The frictions in the United States involved the back-office work of 
buying and selling. Large corporations did a lot of procurement by 
telephone and mail, and managed it with software programs running 
on mainframe computers that were primitive by the standards of the 
late 1990s. Most sellers sent out paper invoices. Buyers paid with 
paper checks that they sent through the US mail. Sellers wondered 
when their checks would show up, and often they didn’t show up very 
quickly. 

Companies like Ariba that focused on reducing these frictions for 
either side of the market were eventually able to attract enough buyers 
and sellers to survive. They provided an exchange platform so the two 
sides could do business with each other more efficiently. Ariba, in fact, 
started as a provider of modern software solutions for the procurement 
departments of large corporations. During the late 1990s, it was, in 
effect, doing for procurement what OpenTable was doing for 
restaurants—using modern software technology to solve specific one- 
sided problems. 

Ariba realized that rather than connecting the procurement 
department of each buyer to individual suppliers, it could join them ina 
network. It opened ariba.com in 1999 as a network that moved from 
bilateral connections between buyers and sellers to multilateral 
connections among them. That got investors excited for Ariba’s IPO. 
Caught up in the B2B exchange mania, its market cap rose to more 
than $40 billion in September 2000. It then fell to $1.1 billion by April 
2001.37 

After the dot-com bubble burst and the reality of B2B exchanges set 
in, Ariba went back to developing software solutions for the 
procurement departments of large buyers. It also started helping 
suppliers issue invoices and track their approval and payments. It took 
time for Ariba to have enough buyers and sellers on its network to 
support many transactions. By 2005, a decade after it had started, it 
began charging buyers and suppliers for transacting over its network 


as well as for the specific software solutions it sold them. SAP bought 
the reinvigorated company, one of the few B2B exchanges to emerge 
from the dot-com bust, for $4.3 billion in 2012. 

Ariba had survived by focusing on solving very specific frictions 
faced by buyers and sellers, largely in operating their back rooms. 
“The B2B exchanges never really knew what they were going to do,” 
according to Bob Solomon, a longtime Ariba executive, and the person 
who ran the network during most of the 2000s. “Ariba focused on using 
software to solve pressing problems for procurement departments, and 
later for suppliers. We eventually got enough buyers and suppliers on 
board to generate positive feedback effects and drive transactions 
through the platform.”3s 

While Alibaba had quickly developed thick markets for narrow 
product categories, the US B2B exchanges had thin markets with few 
buyers and sellers. Alibaba secured critical mass, so that buyers 
attracted more sellers and sellers attracted more buyers, igniting 
sustained growth, while most B2B exchanges in the United States 
couldnt get critical mass and fizzled instead. We shouldn’t 
underestimate how clever Alibaba was in building a sustainable 
business. Securing ignition is the hardest problem for multisided 
platforms to solve even if they are aimed at reducing a significant 
friction. Securing ignition is generally a race against time that most 
lose, though some win in spectacular fashion. 


Ignite or Fizzle 


Multisided Platforms Must Secure Critical 
Mass, or Else 


ow what? 


The three guys, all in their twenties, started working on the website 
on Valentine’s Day. People were posting short videos on the web, like 
ones of the tsunami that had hit Southeast Asia a few weeks before, 
on December 26, 2004. But the clips were hard to find. More videos 
were sure to come with the spread of digital cameras, cheaper and 
faster broadband connections, more and cheaper server storage, and 
better video software, particularly Adobe’s easy-to-use Flash 7.1 

They had a first version of the website ready on April 23, 2005. It 
was a simple place where people could upload videos and watch 
videos that had been uploaded.2 Except no one did either one. 

It’s not hard to see why. There was no reason why anyone should 
come to their new website. There weren't any videos to watch. That’s 
because there wasn’t any reason for people to upload videos to a 
website that no one visited. Or, for that matter, had ever heard of. 

This video-sharing website needed chickens, and eggs, and fast. As 
happens with many great ideas, these guys weren't the only ones who 
saw the promise of video on the web. Many start-ups, like theirs, were 
trying to figure out how to get uploads and eyeballs to watch them. So 
were some very large Internet companies. They were in a race to build 
traffic, even if they didn’t necessarily know who else was in the pack. 

Over the next year, the three guys—Chad Hurley, Steven Chen, 
and Jawed Karim—figured out how to secure a critical mass of people 
to upload videos and watch them. YouTube ignited and experienced 
truly explosive growth. Almost every other video-sharing site starting 
around the same time failed to get momentum and fizzled. 

Solving the chicken-and-egg problem always looks easy in 


retrospect. In fact, it is one of the hardest problems any business ever 
faces.3 


Critical Mass, Ignition, and the 
Coordination Problem 


An entrepreneur who comes up with a new consumer product has to 
persuade retailers to stock it and then has to figure out a way to get 
consumers to buy it. If consumers don’t buy the product, retailers won't 
keep it on the shelf. 

On rare occasions, the product is so great that the main problem is 
keeping up with demand. That’s what happened to Chobani when it 
introduced its Greek yogurt in the United States. More often, a 
company finds it hard to get buyers to try something new and to get 
enough of them to keep buying so that the company can make a go of 
it, even when the product is at least as good as its competitors. 

A single-sided business, though, doesn’t really face the “now, 
what?” question that faced Hurley, Chen, and Karim. The path forward 
may be difficult, but the direction is clear. When Hamdi Ulukaya was 
ready to market his first batch of Chobani yogurt, he knew he needed 
to get a retailer to stock it. That meant, as it turns out, persuading three 
small stores on Long Island that he had a good product and then 
hoping that consumers agreed.4 It came down to consumer demand. 

A multisided business, on the other hand, usually confronts the 
chicken-and-egg puzzle right away. A restaurant-diner matchmaker 
service, like OpenTable in 1998, would have seen a fogged-in thicket 
rather than a clear path forward. It would start by urging a restaurant to 
sign on. The restaurant owner loves the idea, but asks how many 
consumers the website has. If the answer is none, or few, the 
restaurant decides not to bother. The matchmaker encourages 
consumers to come to its web page. They love the idea too, just as 
they loved Chobani. But when they check out the page, they find that 
there are only a few restaurants or perhaps none at all. After one bad 
experience, consumers would be reluctant to try again, and they would 
likely warn their friends. There’s a “coordination problem.” Neither 
group will agree to use the service unless the other group does too. 

Multisided platforms face this coordination problem because the 
fundamental product they are selling is providing one group of 
customers convenient access to one or more other groups of 
customers. There is no product for one group if the others don’t show 
up.5 Single-sided firms don’t face this problem. They just buy the 
inputs they need, generally using well-developed supply chains, create 


their product, and try to generate demand for it. Chobani didn’t need to 
worry about persuading the pasteurized milk it had ordered to show 
up. 
Multisided platforms face another huge hurdle that is related to the 
coordination problem. They don’t just need some customers from all 
sides to show up. They need enough to show up for it to matter. 
Without enough customers on all sides, a matchmaker is offering a 
lousy product. 

Think about an individual walking into a nightclub, hoping to meet 
someone of the opposite sex. Many if not most people would turn 
around and leave if there were only a few potential partners. 
Nightclubs, like all multisided platforms, need to have enough 
participants from each side to produce the buzz that will keep 
participants from leaving and will get other people to show up. 

“Critical mass” has become such a common business term that 
some may forget that it first became widely used in the 1940s to 
explain how much of certain forms of uranium or plutonium was 
needed to set off an explosive chain reaction. These so-called fissile 
materials are constantly emitting neutrons, and when a neutron hits an 
atom of one of these materials, the atom splits or fissions, emitting 
energy and two or more neutrons. 

If there are enough fissile material atoms nearby, it is almost certain 
that these neutrons will split other atoms, thereby releasing more 
energy and producing more neutrons, and more splits. In very short 
order, this chain reaction causes the release of massive amounts of 
energy. In nuclear weapons, explosives are used to bring together 
enough fissile materials very quickly to exceed critical mass. It then 
takes only milliseconds for the number of neutrons splitting atoms to 
increase enough to create an explosion. 

If there aren’t enough nearby fissile atoms, too many neutrons fail to 
hit any, the chain reaction doesn’t occur, and the whole thing fizzles. 
Physicists in the 1940s computed how much of each fissile material is 
the critical mass necessary for a chain reaction. For instance, a sphere 
containing 24.3 pounds (11 kilograms) of plutonium-239 does the 
trick.6 

Business writers often talk about critical mass loosely, using the 
term to mean such things as how big a company needs to become to 
make money or to get costs down to a minimum. For multisided 
platforms, critical mass has a different, well-defined meaning, very 
similar to the one used in nuclear physics. It goes like this for a 
heterosexual nightclub: 

The odds that any man and woman will like each other are low. A 
nightclub will become a success only if there are “enough” men and 
women at the club most nights so that club goers have a pretty good 


chance of meeting someone they like. The more people of the other 
gender, the higher the chances. Maybe some of them will pair off and 
stop coming, but others will hear good things about the club and will 
drop by. 

There’s a critical mass of participants when men and women both 
think it is worth coming, and at least as many new patrons want to 
come as old patrons want to stop coming. Below that point, though, 
either men or women or both don't find there are enough candidates to 
find matches. They stop coming and, just as in the physics of nuclear 
explosions, the thing fizzles. The nightclub owner needs to get the 
number of men and women just above critical mass to have a viable 
venue. 

Matchmakers have more time than nuclear bombs to reach critical 
mass. How much longer depends on the business and the 
circumstances. There’s nothing as definite as nuclear physics here. A 
lot of it comes down to momentum. Going back to the nightclub, if the 
early customers think it is good enough, and they find that the 
nightclub is doing a good job at getting new men and women to join, 
many will keep coming back and the nightclub’s following will grow, 
and it will get to critical mass. On the other hand, without momentum, 
the longer a club lacks critical mass, the more people will perceive it as 
a dead spot to avoid, and the harder it will be to turn things around— 
not to mention the harder it will be to keep investors happy as the 
losses mount. 

The economics of multisided platforms suggests some tactics for 
executing ignition strategies and avoiding the fateful fizzle. By studying 
multisided businesses, spread across many industries and over time, 
we can pull together many of the tactics that have worked in the past. 
In addition to doing that, we’ve also developed the theory behind 
ignition strategies to deepen understanding of the role of critical mass 
in multisided platforms. 

Let’s see how the YouTube guys did it. 


Driving Traffic 


First, they posted their own videos. They uploaded the first video on 
April 23, 2005—“Me at the zoo,” an eighteen-second video of Karim in 
front of elephants at the zoo. They e-mailed friends and family to come 
watch and upload. Karim pleaded, “Can you help us spread the word? 
Since we just launched there are no girls in it ... YET. Can you guys 
upload your own videos.’7 They had a dating component that 
suggested people could upload videos of themselves to attract the 


opposite sex.s They advertised on Craigslist, offering to pay women 
$100 to upload ten videos of themselves.9 No one replied. 

It was slow going over the next two months. Chen was “pretty 
depressed” in May, complaining, “Dude, we have like maybe forty, fifty, 
sixty videos on the site.”10 

They launched a new version of the website in June. It enhanced 
the viewing experience by making it easier to find related videos and to 
comment on videos. When they finally had enough videos, they were 
able to feature some of them. On June 14, these included “Kites,” 
“Ibiza,” “Bikes,” and “Tim Sledding,” all added the day before. They 
also had enough videos to create an index, but the list—which 
included tags such as “sad,” “mallrats,” and “malebear’-—suggests how 
little they had to work with. 

Over the summer, they launched several features that proved to be 
important for getting more people to upload and to watch videos. Most 
importantly, they enabled people to embed YouTube videos on 
MySpace, the most popular social network in the mid-2000s, and on 
personal blogs. That made it easy for people to make videos available 
to friends, thereby encouraging more people to create videos and 
upload them to the new site. It also made it easy for people to e-mail 
links to their favorite YouTube videos, including ones they had 
uploaded. These strategies increased the chances that people who 
wanted to upload and people who wanted to view would interact with 
each other. 

By September 2005, the top bar on the YouTube website had tabs 
for Watch Videos, Upload Videos, and Invite Friends.i1 The second 
bar had MyVideos, MyFavorites, MyFriends, MyMessages, and My- 
Profile. The fourth bar, after the search box, had prominent buttons for 
Watch, Upload, and Share. YouTube had attracted enough videos that 
by September, the Watch button said, “Instantly find and watch 1000s 
of fast streaming videos.” 

Below these bars, “Today’s Featured Videos” provided a list of 
popular videos. For each video, YouTube showed the number of 
people who had viewed it, linked to comments about it, and offered a 
five-star rating system. A few months later, right above the “Today’s 
Featured Videos,” it added a feature that showed recently viewed 
videos—“recent” meaning viewed a few seconds before. 

The YouTube platform allowed people to upload pretty much 
anything they wanted. Some people uploaded clips of commercials 
that they found funny and portions of television shows. Someone 
uploaded “Lazy Sunday,” a rap video that involved two white guys 
smuggling cupcakes into The Chronicles of Narnia movie, and it 
attracted more than five million hits. Another user's music video of the 
Mortal Kombat theme got more than twenty million hits. Some content 


owners complained that uploads of their shows violated their 
copyrights. You-Tube had to take “Lazy Sunday” down.12 

The site’s traffic was driven by a very long tail of family, funny, and 
just plain stupid videos. Videos like “My Cat Stinky,” while less popular 
individually, were nonetheless important in the aggregate. 

For the results of YouTube’s efforts at securing critical mass, see 
figure 5-1, which shows YouTube’s daily reach (number of daily unique 
visitors per million people) between April 2005 and August 2006.13 By 
August 2005, YouTube had a daily reach of around three hundred per 
million. Three months later, it had a reach of around a thousand per 
million. The number of videos uploaded each day increased from a few 
a day to thirty thousand a day in May 2006. The stock of videos 
increased from forty to sixty in May 2005, to thousands in September 
2005, to around 100 million by mid-July 2006.14 The growth in traffic 
between April 2005 and August 2006 reflected the combined result of 
getting some people to come and watch videos and other people to 
upload them. The growth rate of traffic increased sharply between 
November 2005 and March 2006. YouTube ignited in that period. 


FIGURE 5-1 


We haven't said anything about YouTube making money. In fact, 
like Alibaba, it made the site free to both sides and focused on building 
up traffic. The founders knew that if they succeeded in doing that, they 
could open up the platform to advertisers. If advertisers knew that 
there was a critical mass of users, they would want to reach them, and 
that’s where YouTube’s revenue and profit would come from. That, in 
fact, is what happened, although it took longer for video advertising to 
take off than many anticipated at the time. 

Google bought YouTube for $1.65 billion in October 2006. At that 
time, YouTube accounted for more time spent on the Internet than any 
other site in the United States. 15 


A Rigorous Model 


YouTube worked at pushing up video uploads and video views during 
its yearlong march to ignition. The more it pushed uploads, the more 
views it got. The more it pushed viewing, the more uploads it got. It 
couldn't focus on just one side and expect the other to follow. 
Eventually, though, the momentum from the positive feedback effects 
between the two activities did most of the work. Because there were 
enough videos for people to watch, and enough new ones added, 
viewers kept coming back, and with enough viewers coming to watch, 
people kept uploading videos. 

We've developed an economic model that shows in general terms 
how ignition works—or doesn’t—for two-sided platforms.is The key 
feature is the “critical mass frontier” shown in figure 5-2. Each point on 
the critical mass frontier (such as the “3”) consists of a number of 
Customer A’s and a number of Customer B’s. If there are enough of 
both then those participants want to keep using the platform. 
Moreover, in that case, there are so many of them participating that 
others want to join too. That results in ignition and self-reinforcing 
growth. There isn’t a magic number of participants where this happens 
in practice. In the diagram it could happen at any of the points with 
numbers or any other point on the critical frontier. YouTube probably 
would have ignited if it had a somewhat different balance of uploaders 
and viewers. The critical mass frontier shows all the situations where 
there are just enough participants for growth. That’s why we call the 
area to the top right of the critical mass frontier the “growth zone.” 

Below the critical mass frontier, however, in the shaded area, the 
platform is in deep trouble. If the platform gets stuck with too few of 
one type of customer, the other type will tend to stop using the 
platform. Moreover, new customers won't join. Unless something is 


done the platform will eventually go into a death spiral. That’s why we 
call the area to the southwest of the critical mass frontier the 
“implosion zone.” “The dead zone” would be another apt term for that 
area. 

Figure 5-2 shows the challenge that a platform faces. The platform 
starts at the far southwest corner of the figure with zero participants on 
either side—just like YouTube did on its first day. It has to figure out 
how to push the number of participants up beyond the critical mass 
frontier. If it gets stuck along the way at low levels of participation, it 
will implode. That’s what Steve Chen was worried about in May 2005 
and what drove the YouTube guys into a frantic effort to get more 
uploaders and viewers. If YouTube had a large number of viewers with 
few uploaders, it would have failed, because people would have 
quickly seen most everything of interest and stopped coming. If “Lazy 
Sunday” had been all there was, even if it had driven massive traffic 
initially, it wouldn’t have been enough to sustain growth. Similarly, if 
many people had uploaded videos and learned that nobody was 
watching, they would have stopped uploading, and the matchmaker 
would have fizzled. The YouTube guys figured it out. But most 
platforms, in fact, die on the arduous journey from the southwest 
corner to the frontier. 

Ignition is not necessarily as hard for every platform as it is for the 
one depicted in figure 5-2. It is possible that a platform could ignite with 
a moderate number of participants on either side. In that case the 
critical mass frontier would be closer to the southwest corner. It might 
also be the case that participants on one side place a lot of value on 
having access to even a small number of participants on the other 
side. The situation shown in figure 5-2, however, is pretty typical in our 
experience. 17 


FIGURE 5-2 


more on one group than the other. Its upgrades in the summer of 2005 
seemed aimed more at viewers than at uploaders, for instance. 
Alibaba also followed a zigzag strategy. It worked on getting Chinese 
suppliers and foreign buyers on board simultaneously when it first 
launched. 

Some multisided platforms can, or must, use a two-step strategy to 
get to critical mass.is They persuade one group to join the platform, 
and once enough members of that group have done so, they persuade 
the other group to join. OpenTable ended up taking this approach to a 
significant degree. It focused first on signing up restaurants, and then, 
with enough of them on board, it recruited consumers. According to 
Chuck Templeton, it needed dozens of restaurants in each area 
offering each major cuisine to make sure consumers had enough to 
choose from to attract them to use the service.19 

This strategy can work well for platforms that make money from 
advertising. They get people’s attention—their eyeballs—by using 
various kinds of content as bait. If they manage to attract enough 
eyeballs, they can sell them in the highly developed market for 
advertising. Newspapers, magazines, and online publications of 
various sorts generally need to invest in content and attract eyeballs 
before they get interest from advertisers. 

Many online attention seekers are three-sided platforms that 
combine a zigzag strategy and a two-step strategy. Their first step is a 
zigzag to get eyeballs. That’s what YouTube did to get video uploaders 
and video viewers. Pinterest also did that to get people to pin pictures 
and to view pictures. Their second step is to get advertisers. YouTube 
showed its first video ad in August 2007 (twenty-eight months after its 
launch) and Pinterest in May 2014 (about fifty months after its 
launch).20 

Some multisided platforms need to use a commitment strategy to 
get to critical mass. This approach is usually essential for platforms 
where one group needs to make investments to participate in the 
platform. Its members won't do that unless they have some guarantee 
that members of the other group with which they want to interact will 
show up. When Microsoft decided to enter the video game console 
business, for example, it had to persuade video game developers that 
there would be enough Xbox users for their games. Microsoft had to 
convince them that the Xbox was a great product, and it also 
committed to sell the Xbox at a low price as a way to persuade game 
developers that there would be demand for their products.21 

Multisided platforms use a variety of tactics to implement these 
strategies. Self-supply is a common tactic to start. The platform 
supplies one side itself, rather than waiting for participants to join. 
Karim Jawed uploaded his “Me at the zoo” video, as well as videos of 


airplanes taking off, to create some initial videos on the new YouTube 
site. Apple didn’t have an App Store, and didn’t even make the iPhone 
available to developers, when it launched in June 2007, as we discuss 
in chapter 7. It put its own apps on the phone. 

Getting some “marquee customers” on one side or both sides can 
help generate momentum. Shopping malls have perfected this tactic. 
They sign up stores that will attract a lot of foot traffic early on. The 
presence of these “anchor tenants” persuades smaller retailers to rent 
space at the mall because they anticipate that the marquee retailers 
will attract shoppers. Then when the mall opens, the anchor stores as 
well as the smaller retailers attract shoppers. Nightclub entrepreneurs 
use a variant of this tactic. They try to persuade a lot of “cool” people 
to come on the opening night. That generates buzz and creates 
momentum. OpenTable did this, too. By the time it got to New York, its 
third major city, it had started to go for the most popular restaurants in 
each city it entered. 

“Make ‘em believe,” known more formally as shaping expectations, 
is perhaps the most common tactic used by multisided platform 
entrepreneurs. This sales job involves convincing members of each 
group that if they join the platform, members of the other group will be 
there too. If it works, this tactic builds valuable momentum. 

Sometimes the vision, or the record of the entrepreneur, is enough. 
Max Levchin, one of the founders of PayPal and a highly respected 
innovator and entrepreneur, launched a novel and new consumer 
online transactional lending platform in February 2013, Affirm. He 
needed partners in the financial services sector to give him access to 
capital to lend to those consumers and merchants who would agree to 
accept Affirm as a method of payment. His reputation and success as 
a thoughtful innovator helped to secure both, which enabled him to get 
consumers on board. 

Members of each group may believe that the platform proposition is 
so good that the members of the other group will believe, too. In other 
cases, the entrepreneur might stretch the truth and tell each side that 
the other side is already on board or exaggerate how far the platform 
has gotten in recruiting the other side. A more formal way to manage 
expectations is to get members of each group to sign conditional 
contracts obliging them to join the platform if the platform gets enough 
members of the other group or groups to join. 

For all these strategies, it is important to remember the lesson that 
OpenTable learned. This isn’t just a numbers game. Any new platform 
has to develop a thick market in which there are enough participants 
on each side that want to interact with enough participants on the other 
side. That often requires focusing efforts narrowly, as OpenTable 
focused on leading restaurants in only a few cities. PayPal used this 


approach effectively. It could have tried to persuade all online 
shoppers to get PayPal accounts and to persuade all the many online 
merchants that had started since 1995 to accept PayPal. It decided 
early on, however, that focusing its efforts would be far better. 

According to one account, Luke Nosek, a key PayPal executive, 
had the crucial insight. “[eBay is] the busiest place for person-to- 
person interactions on the Internet. People from all over the Web come 
here to use this site. So, for PayPal to grow rapidly and expand all over 
the Internet, the quickest way to do that is to first grow on eBay!”22 
PayPal went on to develop a thick market on eBay, where it became 
the standard payment method. Eventually eBay bought PayPal. 

Over time, PayPal has successfully expanded beyond eBay, so that 
many websites now take PayPal, and people are motivated to sign up 
for accounts even if they don’t shop on eBay. As of the second quarter 
in 2015, around 78 percent of PayPal’s volume occurred off of eBay.23 
Without the initial focus on eBay, it is doubtful that this online 
payments network would have ignited.24 (Paypal and eBay split on 
July 20, 2015.) 

The chicken-and-egg problem may seem unsolvable though 
successful platforms obviously figure it out. Most would-be 
matchmakers don’t solve the puzzle. 


Fizzles 


Just look at all the video-sharing sites that started around the same 
time as YouTube, couldn’t get enough momentum, and then fizzled. In 
May 2006, five video-sharing websites accounted for about 92 percent 
of traffic.25 YouTube was one of them, as was Google Video. Google 
Video failed to attract significant traffic and was finally closed down in 
2012.26 It couldnt reach critical mass. Three other top-five 
competitors, Myspace Video, MSN, and Yahoo, still offer videos, but 
none is considered a significant video-sharing service. All likely survive 
as part of larger portals that feel they need to offer video sharing for 
credibility. 

Brightcove’s failed effort to ignite a multisided video platform 
illustrates how even well-funded start-ups with experienced 
entrepreneurs can get lost on the journey to critical mass.27 Jeremy 
Allaire had served as the chief technology officer at Macromedia, the 
inventor of Flash, and had worked at a venture capital firm. He started 
Brightcove, having seen the promise of delivering TV over broadband 
Internet connections as an alternative to cable TV. 

Brightcove wanted to provide a one-stop shop for Internet TV 


content providers, advertisers, and consumers. It planned to provide 
distribution services to content providers, including large ones like the 
New York Times as well as smaller ones that could make up the long 
tail; advertising, subscription, and other monetization methods that 
these content providers could use through Brightcove rather than 
having to create themselves; and delivery services to get content to 
consumers’ personal computers, television sets, and mobile devices. 

Brightcove adopted a two-step strategy like OpenTable’s. It would 
first bring the publishers on board its platform by providing technology 
for delivering their content to various destinations. Content providers 
could upload content, have it encoded in the appropriate formats such 
as Flash, then put the content into players that they could make 
available to their own customers, using Brightcove’s content delivery 
network. After getting a number of large and small publishers on board 
in this way, it opened the platform to consumers at brightcove.com. 

The company encountered significant obstacles, however. 
Brightcove had become a successful technology provider to many 
premium video-content publishers. But those media businesses didn’t 
want to help Brightcove build up its own consumer-destination site that 
would compete with them for eyeballs and the advertising revenue that 
comes from that attention. Brightcove had also focused its efforts 
mainly on securing premium content for which this conflict was 
particularly acute. It hadn’t developed user-generated content from 
people who were happy just to make their videos available to 
everyone. 

With limited content and significant competition, Brightcove had 
difficulty getting traffic. It couldn’t reach critical mass, at least not in a 
time frame that was relevant to its investors and management. It shut 
down the consumer-destination site in April 2008. It switched to being 
a technology platform for premium content providers, and it has had 
some success in that one-sided business.28 So far, it does not look as 
if it will follow in the footsteps of OpenTable and Ariba, both of which 
focused on building up one side for several years before launching 
successful two-sided platforms. 

There is one important tactic that we haven’t yet discussed. One of 
the things we've seen with all of the multisided platforms we've 
discussed so far is the importance of pricing. Alibaba, for example, 
gained incredible momentum in China by making access free for 
businesses to at least a basic version of its marketplaces. OpenTable 
found that it could reach critical mass by rewarding consumers but 
charging restaurants. 

Companies usually need to stick with the pricing strategy they used 
during the process of getting to critical mass. The balancing act 
doesn't stop after they pass the critical mass frontier. 


Long Haul 


How Balancing Prices Drives Value and 
Profits 


riving an eighty-foot eighteen-wheeler between Chicago and 


Seattle takes about three days. It’s a nearly 2,100-mile trek, mainly on 
Interstate 90, heading north from Illinois, winding through Wisconsin, 
Minnesota, South Dakota, Wyoming, Montana, Idaho, and then across 
Washington almost to the coast of the Puget Sound. Along the way, 
the driver will likely visit at least one truck stop. There he can get a bite 
to eat, stock up on incidentals, fill his two-hundred-plus-gallon fuel tank 
with diesel, have a shower, and get some sleep. 

Trucking is the most important way to move goods around the 
continental United States.1 Fleet companies, some with hundreds of 
trucks, do most of the long-distance hauling.2 Supporting these 
massive trucks and their drivers are sophisticated computer and 
communication systems. Among other logistical concerns, fleets have 
to track their drivers as they move across the country and make sure 
they get the best prices on fuel, since fuel—after the drivers—is their 
biggest variable expense. 

The truck stop is an important component in the long-haul trucking 
system. Drivers refuel at least once on a 2,100-mile trip, but many gas 
stations are too small to accommodate an eighteen-wheeler, and not 
all carry diesel fuel.s And most drivers would like to eat, sleep, and 
shower during multiday trips. All told, there are more than twenty-five 
hundred truck stops near major highways, so that long-haul truck 
drivers usually aren't too far from one.4 Many of the truck stops are 
parts of large chains, some of which, such as Love’s Travel Stops, 
operate hundreds of them.5 Across the country, every day, thousands 
of truck drivers pull into thousands of truck stops buying an average of 
about 100 million gallons a day at a cost of around $400 million a day.6 


Most of them use a “fleet card” to pay. Truck drivers and truck stops 
can use it to settle up, and fleets can keep track of what their drivers 
are doing to keep their fuel costs low. Comdata, based outside of 
Nashville, Tennessee, invented the fleet card for long-haul trucking in 
1981.7 Since then, many other firms have started similar two-sided 
platforms for facilitating transactions between truck stops and fleets, 
executed by long-haul drivers. The same model has spread to short- 
haul trucking, which involves smaller trucks that often use gasoline 
instead of diesel. FleetCor Technologies, which now owns Comdata, 
and WEX, based in Portland, Maine, are two of the largest companies 
that provide fleet cards for long-haul and short-haul trucking.s 

Over time, these fleet-card companies have had to make sure they 
priced their services right to both sides of their multisided platform to 
get both on board and to maximize the volume of transactions between 
them. This balancing act, which has been carried out during a period of 
tremendous changes in the trucking industry, illustrates some of the 
key principles of pricing for multisided platforms. 


Dealing in Diesel on the Run 


A truck driver takes Exit 67B off I-90 in Box Elder, South Dakota, and 
pulls into Love’s Travel Stop, one of the three hundred truck stops this 
chain operates.9 He can park his truck there overnight, get some 
sleep, and use one of its private showers to wash up. There’s a 
convenience store and a chain restaurant, Hardee’s, where he can get 
one of its famous Monster Thickburgers. 

To fill up, he pulls his rig into the bulk-fueling lane.1o To pay, the 
truck driver pulls out a plastic card with a magnetic stripe on the back 
that looks just like one of the debit or credit cards that you probably 
carry. Except that this card, which has a WEX Fleet One logo on the 
front, triggers a number of data streams that are much different from 
those triggered when a consumer makes a purchase at the local 
Walmart.11 

WEX Fleet One generally allows a fleet to specify controls that 
prevent a truck driver from using the card to pay for things he 
shouldn't, such as beer, or at a truck stop that the fleet doesn’t want 
him to patronize because its fuel is too expensive. It also provides the 
fleet with real-time data on where its driver has used the card and what 
he’s trying to spend its money on. 

If everything checks out, that card swipe sets several critical 
transactions in motion. WEX typically fronts the money for the truck 
fleet and pays Love’s within about ten days.12 It bills the fleet, which 


settles up a few days later. Because WEX might have advanced a few 
hundred dollars on this transaction alone, on an average day in 2015, 
the company had significant outstanding loans to the truck fleets using 
its service. 

Chances are, the truck driver didn’t just happen to pull into Love’s. 
The fleets don’t want their drivers to just stop anywhere. Responding 
to that need, the fleet-card companies have software that can direct a 
fleet’s drivers to the nearest location with the best fuel prices. That’s 
especially important for small fleets that can’t afford to negotiate 
directly with the truck stop chains. WEX Fleet One probably served as 
a matchmaker between this particular truck driver for this long-haul 
fleet and this particular truck stop off of I-90 in Box Elder, South 
Dakota. 13 


The Balancing Act 


Fleet-card companies, of course, would like to get paid for these 
services and make a profit. Each of these companies has to figure out 
the fees for the truck stops and the truck fleets. As in any other 
industry, the fleet-card companies have to worry about what their rivals 
are charging and how much their customers are willing to pay. 

Unlike single-sided firms, each fleet-card company has to consider 
how its price to one group of customers affects the demand by the 
other group of customers. A fleet-card company that charged a higher 
price to truck stops would have a less desirable fueling network to offer 
fleets. A fleet-card company that charged a higher price to fleets would 
have fewer fleet customers and more trouble persuading truck stops to 
sign on. 

Fleet-card companies have a pricing structure that balances these 
opposing forces. They typically earn the preponderance of their 
revenues from the truck stops rather than the truck fleets. WEX, for 
example, earns roughly three-quarters of its revenue from short-haul 
and long-haul trucking from truck stops.i4 Although rate structures 
vary, in a typical transaction, a fleet-card company might earn $2.00 
from a transaction involving the purchase of diesel and other products 
by a truck driver at a truck stop. Of that $2.00, the truck stop would pay 
$1.50 and the truck fleet would pay $0.50, assuming it doesn’t incur 
any finance charges from late payment. 

The truck fleets pay a lower price mainly because they decide on 
whether a transaction is going to take place at all. If their drivers don’t 
have fleet cards and permission to use them at a particular truck stop, 
that truck stop simply won’t get any business from that fleet. Fleet-card 


companies therefore have strong incentives to price low to truck fleets 
to get their drivers to use the cards. 

The large truck stop chains typically pay lower per-transaction fees 
than the smaller chains and individual truck stops. Of course, big 
customers get a break in many industries because a “yes” from a big 
customer brings more business than a “yes” from a small customer. 
But there’s another factor at work in multisided platforms. Not only do 
bigger chains directly bring more business than smaller ones because 
they have more stores that they can commit to the fleet-card network, 
they can make the network more valuable to all truck fleets, and this 
brings the card network more business indirectly. With more total 
trucks affiliated, the card network is more valuable to all truck stop 
chains, including the tens of thousands of smaller ones. The bigger 
truck stop chains get rewarded for this contribution to the network’s 
success, just as anchor stores at shopping malls get lower rental 
prices per square foot because their presence generates traffic for 
other stores, to which the mall can accordingly charge higher rents. 

The fleet-card companies had to perform a delicate balancing act in 
setting their prices in order to make sure their prices attract both truck 
stops and truck fleets, and in the right proportion. They had to account 
for the strong positive feedback effects between these two sides. 
Finally, they had to make sure that they could make enough profit. 

There’s no way to know for sure whether fleet-card companies have 
struck the perfect balance. What we know for the larger players, such 
as FleetCor and WEX, is that with this pricing model they operate 
profitably, many truck stops accept their card, and many fleets issue 
their card to their drivers.i5 The fleet-card industry, following this basic 
pricing model, has made it possible for thousands of drivers to 
patronize thousands of truck stops every day and for fleets to manage 
one of the critical expenses of moving goods around the country. 


Single-Sided versus Multisided Pricing 


Of course, single-sided firms also establish price levels for their 
products. BMW, for example, has set the base price for the 2016 BMW 
3 series in the United States at $33,150. Putting aside complications 
that arise because BMW sells multiple models, its pricing problem is 
relatively simple. 

Like Goldilocks, BMW looks for a price that is just right: not too low 
or too high. Too low, and it sells a lot of cars but leaves money on the 
table. Too high, and it makes a lot on each car but doesn’t sell many of 
them. To figure out the best price, BMW needs to answer only two 


questions: What does it cost to produce a car and ship it to a dealer? 
And how sensitive is consumer demand to price? If demand is very 
price sensitive, a lower markup over cost will make more profit 
because trying for a higher markup will sacrifice too much volume. If, 
on the other hand, demand is not very price sensitive, a higher markup 
will be better. Generations of Econ 101 students have learned the 
simple formula for finding the single-sided price that maximizes 
profit. 16 

In addition to its costs, in order to set the optimal price, a single- 
sided firm needs to know how price sensitive is the demand for its 
product? Of course, firms rarely know price sensitivity exactly. They 
may do market research to learn about it, or in principle at least, they 
can do simple experiments to find the best price. If BMW raises its 
price a bit and profits go up, it needs to keep raising price. If profits go 
down, on the other hand, it needs to lower price. 

Because they are multisided platforms, the fleet-card companies, 
such as WEX, need to answer not just one but four questions: How 
price sensitive are truck fleets for fleet-card services? What about truck 
stop chains? How sensitive is the demand by truck fleets to 
participation by truck stops? And how sensitive is the demand by truck 
stops to truck fleet participation? WEX’s problem is much more 
complex than that faced by a single-sided firm, and there are no simple 
market research questions or experiments that can reliably guide it to 
the optimal pair of prices. There is no substitute for a deep 
understanding of the firm’s customers and for having good judgment. 

Multisided firms need to consider the needs of the different 
customer groups that interact with each other on the platform. BMW 
sets one price to the one side of its business—car buyers—and that 
price will determine the demand for its cars. A multisided platform, in 
contrast, needs to recognize that the demand by any one group 
depends not only on the price, but also on the demand by the other 
group or groups it serves. 

OpenTable had to take this into account when it set one price for 
diners and another one for restaurants. If a two-sided platform raises 
the price to one group, it gets fewer members of that group on board, 
which means that the platform is worth less to the other group. The 
platform must consider the fact that members of the other group might 
drop off, given that they have less access to the first group, and the 
firm would lose profits from that contraction. Of course, that would in 
turn lead to lower demand by the first group, then even lower demand 
by the second group, and so on. The right math takes all these positive 
feedback effects into account, and it sometimes yields counterintuitive 
prescriptions. 17 

As a two-sided platform, WEX needs to set prices for truck fleets 


and for truck stops together, because these two customer groups 
interact. Raising the price to fleets, for instance, will reduce fleet 
participation directly and, because truck stops care about fleet 
participation, it will also likely reduce truck stop participation. Both 
prices affect participation on both sides of the platform. 


Price Level and Price Structure 


What really sets two-sided platforms apart from single-sided firms is 
the importance of the relative prices they change their two sides. 
Matchmakers have to decide on both an overall price level and a price 
structure: how much to charge, and how much to earn from each side 
relative to the other side. For the truck driver transaction described 
earlier, the price level of the transaction was $2.00—$1.50 for the truck 
stop and $0.50 for the fleet. The price structure refers to the fraction of 
transaction revenue coming from either side.is In this case, the price 
structure was tilted toward trucks stops, which contributed 75 percent 
of revenue. 

There are two sets of possible prices charged by a firm like WEX 
(see figure 6-1).19 The per-transaction price to truck stops is denoted 
Ps, and the price to truck fleets is denoted PF. Each line is the sum of 
the prices charged to each side, and the farther to the right the higher 
the total price. Points on a given line show the relative price charged to 
each side. The total price per transaction, PT, is just the sum of these 
two prices: PT = PF+ Ps.20 Subscripts distinguish the prices at the 
points labeled 1 and 2. In this example the decrease in price results in 
a higher price for side S and a lower price for side F. In case 1, fleets 
pay a much larger share of the total price than do truck stops, while in 
case 2, their situations are reversed. If the firm began charging the 
prices at point 1 and then shifted to point 2, truck stops would likely 
complain that it had substantially raised its prices. In fact, the total 


price at 2, P; is lower than the total price at 1, P; and the fleet price 
is also lower at point 2 than at point 1. 


FIGURE 6-1 


actually serving customers on either side. In practice, in choosing a 
pricing structure, multisided platforms are looking at the profit margins 
on each side, given the costs of serving it, not just at revenues. 
Depending on the tilt of the pricing structure, the matchmaker may 
earn relatively more profit from one side than the other. As we 
mentioned in chapter 2, one of the remarkable things about multisided 
platforms is that sometimes they can make more profit by deciding to 
lose money on one side. 


The Money Side and the Subsidy Side 


Goldilocks could be sure of one thing while looking for just the right 
price for her single-sided firm. To have a chance of making money, 
she must set a price above her marginal cost, the cost of supplying 
another unit of output.2i Clearly, she couldn’t possibly make any 
money if she gave her product away for free. 

That’s not true for multisided firms. They can serve one group of 
participants for free, or even pay them to participate, and still make 
money. Google, for example, has never charged people to search, and 
its market cap as of November 20, 2015, was $527 billion, almost 
entirely from selling advertising to companies that want to reach the 
eyeballs its search engine assembles.22 Some credit card companies 
give cardholders significant rewards when they make purchases with 
their cards. Their cardholders pay a negative price. 

As we saw in chapter 2, many multisided platforms have a “subsidy” 
side, where the platform loses money for each participant that joins, 
and a “money” side, where the platform makes more than enough 
money to offset those losses.23 For search engines, search advertising 
is the money side and organic search is the subsidy side, while for 
credit card transactions, merchants are the money side and 
cardholders are the subsidy side.24 Platforms would prefer to avoid 
losing money on any side, but often that’s not possible. If they didn’t 
give participants on one side a free ride, or even pay them to 
participate, too few of them would get on board, and the platform 
wouldn't have anything to offer the other side. 

We saw this with YouTube in the last chapter. In order to reach 
critical mass and maximize the size of its audience, YouTube didn’t 
charge people to upload videos or watch them. Then it could deliver 
that audience to advertisers and get paid for it. Once that happened, it 
had to decide if it might make sense to raise prices to viewers, which 
meant weighing whether some viewers would watch less (or even stop 
watching at all) if they had to pay. If that happened, YouTube would 


make less money from advertisers that pay based on the number of 
viewers. The company had to measure the gain in viewer revenue 
against the loss in advertising revenue. For now, at least, it would 
appear that it has gone through this arithmetic and concluded that free 
is still the right price to viewers and uploaders.25 

Some pundits talk about “free” as if it’s a new business strategy. It 
isn’t. Shopping malls, many newspapers, radio stations, broadcast 
television stations, yellow pages, credit cards, and many more 
matchmakers have followed this strategy profitably for many years. 
They probably did centuries and millennia ago as well. 

The “free” strategy is just more common now because the Internet 
has enabled more rapid formation of multisided platforms and cheaper 
delivery of their services. For many online platforms, the cost of 
processing an additional transaction or managing an additional 
participant is very low, if not zero, so free is less of a stretch than it 
used to be. 


Charging for Access 


Platforms are almost always places—physical, or virtual, or both—that 
participants on each side need to get into before they can interact with 
participants on the other side. That often gives platforms the 
opportunity to charge participants for getting access to the platform as 
well as for interactions on the platform. Platforms that can observe 
both access and usage have to decide on an access fee and a usage 
fee. This adds another layer of complexity to platform pricing. Many 
matchmakers can use both of these prices to balance the demands of 
their customer groups, encourage interactions, and make money. 

OpenTable, for example, charges restaurants a monthly fee for 
licensing the computer-based reservation system they need to get 
access to the reservation platform.2s They pay $199 a month for the 
system. In addition to paying that access fee, they pay a $1.00 usage 
fee for every seat they fill through a reservation made on the 
OpenTable website. Diners do not pay an access fee or a usage fee— 
the whole thing is free for them, plus they get rewards (a negative fee) 
for usage. 

To take another example, American Express charges cardholders 
an annual fee. That’s an access fee to the cardholder side of the 
American Express network. American Express charges cardholders a 
negative usage fee; cardholders pay nothing to execute transactions 
and get rewards, just as they do from OpenTable. This encourages 
usage and makes accepting the card more valuable to merchants. 


Merchants don’t pay an access fee; they can join for free. Having more 
merchants accept the card encourages consumers to carry it. Finally, 
American Express charges merchants a positive usage fee, around 3 
percent of the value of each transaction. Cardholders value and pay 
for the option to use the card, while merchants value and pay for card 
usage in their stores. 

At the Chestnut Hill Mall near Boston, there isn’t an access charge 
for shoppers. Parking is free, and no one pays to go into the mall. But 
the retail stores there do pay an access fee—monthly rent for the 
space they occupy. Some of them may also pay usage fees, as many 
mall owners charge stores a percentage of sales volume. YouTube 
doesn’t have any access fees for uploaders, viewers, or advertisers. 
Neither are there usage fees for uploading or viewing. There’s just one 
positive fee—a usage fee for advertisers based on how many people 
view their ads. 


The New Rule Book 


Multisided platforms better get all these prices right. If they don’t, they 
won't attain critical mass, won’t make any money, and won't be in 
business long. Everything single-sided firms have to consider in 
making pricing decisions matters to multisided firms as well. But 
multisided ones have to answer several critical questions that single- 
sided ones don’t worry about. 

How sensitive is each group to price? This is all that matters to one- 
sided businesses, but it is just the starting point in analyzing 
matchmaker pricing. A platform can often charge a higher price to the 
group that is less price sensitive because it doesn’t risk losing many 
customers that are valuable to the other group. Consumers are highly 
sensitive to prices for content on the web, for instance, and avoid sites 
with even small charges. Advertisers are less sensitive to pay-for- 
performance ad prices than to prices for other sorts of ads because 
they can make a significant margin when people click and buy. 

Who needs whom, why, and how much? The answer is important 
for determining the pricing structure and whether to subsidize one 
group or another. Suppose members of the “desperate to meet” group 
place a very high value on getting access to members of the “be nice 
to meet” group. The platform might increase its profits by paying the 
members of the “be nice to meet group” to join, just to increase the 
number of members available to the “desperate to meet” group, which 
will then be willing to pay a high price for access. This provides a 
simple (if perhaps sexist) explanation for why nightclubs sometimes 


allow women in for free or offer them free drinks. 

The Rosebar nightclub in Buenos Aires takes advantage of the 
differences between the sexes in an interesting (if even more sexist) 
way. The club has a VIP room with ample seating and free drinks. Any 
man willing to pay a very high access charge can go into the room, but 
only very attractive women are allowed in. And these women usually 
don’t have to pay anything because they are invited by men in the 
club. The women can expect that most men in the room are well off, 
though some may be very unattractive. 

Does one group control whether an interaction takes place? lf so, 
since the platform won’t get any usage unless the members of that 
group initiate an interaction, the platform may provide incentives— 
possibly subsidies—to get this group to use the platform. That’s why 
American Express and OpenTable subsidize usage and why WEX 
Fleet One charges truck stops more than truck fleets. 

This also helps explain search engine pricing. A consumer decides 
which search engine to use to look for reviews of new cars. The only 
way acar advertiser can reach that person at a time when that person 
is interested in new cars is to advertise on the search engine she 
chooses. Search engines have strong incentives not to charge 
searchers in order to be attractive to advertisers. Bing even provides 
“frequent flier” rewards just for staying signed in.27 The search engines 
also share their revenues with other parties, such as websites and 
mobile handset makers, to make their engines the default choice for 
consumers. 

In answering these questions, a platform needs to consider how to 
use access and usage prices. Platforms often do not charge access 
fees to a group whose participation creates positive indirect network 
effects, like merchants for American Express. When there are access 
fees, they are often combined with zero or negative usage fees, like for 
American Express cardholders. The platform collects a fixed fee but 
then encourages the participant to use the platform. 

Monitoring costs are also important in setting access and usage 
fees. If it is costly to monitor usage or annoying to pay based on 
usage, it may be better not to charge a usage fee, even though an 
access fee doesn’t reflect the platform’s value to different users. The 
Wall Street Journal charges for access to its online content but not for 
stories read or time spent reading. Two people may pay the access 
fee, even if one spends a lot of time reading the Journal online, while 
the other one prefers old-fashioned newsprint and only reads online 
occasionally. 

Despite all these complications, figuring out the right prices for a 
multisided platform isn’t always difficult. Matchmakers that operate in 
competitive industries can more or less follow everyone else. A 


developer of a new suburban shopping mall really doesn’t have any 
choice but to provide free parking and make its tenants the money 
side. An online media property knows that it probably can’t charge 
people to view its site. Once it attracts enough viewers, its advertising 
rates will be determined in a highly competitive market. 

On the other hand, pioneering multisided platforms may be free 
from competitive constraints but don’t have models to follow when they 
launch. That was true for OpenTable and Alibaba. They were either 
smart or lucky and got their pricing right at the start. But just because a 
platform gets its initial pricing right, there is no guarantee that the 
balance they've struck between their sides will remain optimal. 
Circumstances in the market may change, as they did in the fleet-card 
business. 


The Balancing Act on a Moving Train 


Until the 1970s, truck fleets gave their drivers cash at the beginning of 
each trip to pay for fuel and other things along the way. If a driver ran 
out of cash, the fleet would wire him money. In the early 1970s, 
Comdata introduced a product that worked like a check to make this 
process easier.28 Fleets paid Comdata a fee for each check 
transaction, and Comdata provided guaranteed payment to the truck 
stop for free.29 This structure made sense. Comdata could deliver 
value to the truck fleets only if truck stops agreed to cash its checks. 

Pricing in the fleet-card industry evolved from this early check 
model. Comdata issued the first fleet card and was followed by other 
firms. By offering to direct traffic from the fleets they had signed up to 
truck stops that agreed to pay a higher fee, the industry moved from 
the fleet-pays model to a flatter pricing structure in which the truck 
fleets and truck stops paid similar shares of the total per-transaction 
price.30 

Then, in the late 1990s, the long-haul trucking industry came under 
severe economic pressure from rising fuel prices and increased 
competition. The fleets became much more sensitive to fleet-card 
prices. On the other side of the platform, there had been extensive 
consolidation among truck stops, giving a handful of large chains 
significant bargaining power. 

In response, around 2000, the fleet-card companies moved from a 
relatively flat pricing structure to the tilted pricing that we see for most 
multisided platforms. Prices fell on average for the truck fleets and 
increased for the truck stops. The large chains got less of an increase 
than the small independents because of their importance in providing 


value to the truck fleets. 

Over the course of more than forty years, the fleet-card companies 
—all of which had to respond to the same competitive pressures— 
have moved from a pricing structure in which truck fleets paid and 
truck stops were subsidized, to a relatively balanced structure, and 
then to one in which truck stops contributed considerably more to 
revenue than fleets. 

Newspapers have also had to rebalance their prices over the last 
several decades. These two-sided platforms use content to attract 
readers and then make those readers available to advertisers. Print 
newspapers make money by charging readers for monthly 
subscriptions or for single copies at the newsstand and by charging 
advertisers for ads mixed in with the news or in the classified ad 
sections. Readers have generally paid less than the cost of printing 
and distributing their papers, though. They were the subsidy side, and 
the advertisers were the money side. 

This business model started unraveling in the early 2000s with the 
explosive growth of the web, as we discussed in chapter 3. Online 
competition on both sides made readers and advertisers more 
sensitive to price. Newspapers responded in part by rebalancing their 
pricing.31 Reader revenue accounted for no more than 20 percent of 
total newspaper revenue from 1997 through 2007. This percentage 
increased rapidly thereafter, and in 2013, reader revenue accounted 
for over a third of total revenue. Behind this trend are declines in both 
advertising revenue and circulation, coupled with increases in the 
prices readers pay that have kept reader revenue fairly stable. The 
ratio of reader revenue to average daily circulation rose by 34 percent 
over the 1997-2013 period and by 17 percent from 2007 to 2013 
alone. 

While this rebalancing has helped stabilize newspaper revenue, it 
has not been enough to save many US newspapers, as we discussed 
in chapter 3. Just as indirect network externalities can drive explosive 
growth, operating in reverse, they can make decline inevitable. When 
ad revenue declined, newspapers could spend less on content to 
attract readers and had to raise newsstand and subscription rates, 
thus reducing readership and thereby becoming even less attractive to 
advertisers. 

Before they select a pricing policy, many businesses must choose 
how many sides to have on their platform or even whether to be a 
matchmaker at all. For example, on January 9, 2007, when Steve Jobs 
stood on stage at the Macworld convention to announce the advent of 
the iPhone, he had decided to operate it as a single-sided business 
where Apple provided everything including the apps. At that point, he 
only had to worry about how much to charge for the device itself. As 


you probably know, Jobs later changed his mind. 


Beyond the Castle Walls 


Building a Platform and Ecosystem That 
Can Create Value 


he mobile phone looked like a runaway success in 2005. More 


than 1.5 billion people had one.i Mobile carriers were adding 
subscriptions at a rapid clip, and sales of handsets were keeping pace. 
The mobile phone was one of the most successful consumer products 
ever introduced. 

The future seemed to look bright for the industry that year. The 
feature phones that most people had were only useful for making 
phone calls and sending text messages, but they were being replaced 
with phones with chips that made them handheld computers. These 
“smartphones” still had a small market share in 2005, but their 
numbers were growing rapidly. As faster mobile broadband 
connections became available, smartphones could be used to browse 
the web and stream music. The expectation was that eventually almost 
everyone would have one of these handheld wireless computers. That 
would put the power of computers and the power of the Internet into 
the hands of billions of people around the world. At least, that was the 
dream. 

In fact, for those who really knew what was going on, the mobile 
phone business was a mess. Smartphones had rudimentary operating 
systems compared to those of personal computers. Most developers 
had given up writing apps for them. Every mobile carrier operated a 
walled garden for the handsets it offered: software developers needed 
to get a carriers permission to put their apps on the carriers phones. 
Most countries had several mobile carriers. Software developers had 
to do hundreds of contentious deals to get global deployment. They 
also needed to customize their apps for dozens of different handsets 
with different operating systems and hardware configurations.2 The 


frictions that software developers faced were massive and stopped 
most from developing or distributing apps. 

These new phones were smart, but their intelligence was being 
squandered. Unless something was done, it wasn’t going to get any 
better. 

Early in 2005, Apple and Google—two of the companies with the 
most at stake—set out to reduce the frictions that made “the software 
industry for mobile phones ... one of the most dysfunctional in all 
technology.’3 Their efforts serve as a good illustration of how 
businesses design platforms and then nurture ecosystems in which 
those platforms can thrive. 

There isn’t a single best way to do this. In fact, these two tech giants 
succeeded with very different approaches. But each company applied 
the same general principles, and that’s where we start before showing 
how the two of them, based nine miles apart in Silicon Valley, got their 
mobile operating systems on almost every smartphone in the world. 


Creating Healthy Ecosystems 


Multisided platforms are seldom self-sufficient fiefdoms where 
everything that’s required for creating value takes place within the 
moat-protected castle walls. Matchmakers have to pay a lot of 
attention to their business environments. Their surroundings usually 
affect how easily platform participants can get together for valuable 
interactions. 

To create a successful shopping mall, for example, a real-estate 
developer has to think hard about where to build it. The mall site must 
be convenient not only for shoppers but also for trucks making 
deliveries. That is, the site must have a good road system surrounding 
it. If such a system doesn’t already exist, the developer may have to 
work with local governments to create it and may be required to pay 
some of the costs. 

Roads are not the only things beyond the perimeter of a mall that 
can affect its ability to create value. If the surrounding towns are 
affluent, that can make a difference as to whether the mall wants to 
locate there and to its business model. If the region agrees to make 
the mall a stop on a major bus route, that could increase traffic to the 
mall. A regional economic decline, on the other hand, could reduce the 
mall’s sales. 

An ecosystem consists of all the people, businesses, institutions, 
and other things that, because they interact with each other, affect the 
value a platform can create. The ecosystem of Microsofts Windows 


includes computer manufacturers and software developers, but also 
makers of mouse pads, keyboards, DVDs, surge protectors, and a 
host of other products, as well as providers of training and 
maintenance services. 

For better or worse, the participants in an ecosystem depend on 
each other. A successful mall can boost business for nearby stand- 
alone retailers and restaurants, for example, while a vibrant community 
can help a nearby mall. On the other hand, the fact that Windows 8 
wasn't popular with users was unpleasant for all firms in the Windows 
ecosystem. 

Pioneering platforms have to make sure that they understand the 
ecosystems in which they are going to operate. They may have to 
devise specific incentives to encourage support from that ecosystem or 
to persuade participants to act in ways that benefit the platform and the 
ecosystem as a whole. Alternatively, they may decide to do without 
some potential third-party participants and solve some problems 
themselves. OpenTable, for example, could have waited for other 
companies to develop table management software and then try to build 
a business using their software to make reservations for restaurants 
and diners. It didn’t have time to wait for that to happen, however, and 
it also needed an immediate way to recruit restaurants. 


The Single Life 


Any business needs to decide what it will do within its castle walls and 
what it will rely on partners or suppliers in its ecosystem to do. A 
fundamental choice for some businesses is whether to be single-sided 
or to be a matchmaker, and thereby give up some control to other 
members of the ecosystem. Of course, some businesses, like 
OpenTable, had little choice but to be matchmakers. Others, however, 
must decide whether to start out as a multisided platform or a single- 
sided firm, and some reverse their initial decision later on.4 

Single-sided firms don’t face the complex problem of getting to 
critical mass by attracting both chickens and eggs, but they can’t use 
indirect network effects to trigger explosive growth. YouTube had 
some difficult months trying to decide how to get uploaders and 
viewers on its platform, as we have seen, but once it got enough of 
each, each group attracted more of the other, and YouTube’s only 
serious problem was getting enough capacity to handle all the traffic. 
Other video-sharing sites faced the same problem, failed to solve it, 
and fizzled. 

As we mentioned in chapter 6, one approach to attaining the critical 


mass necessary for a viable matchmaker is to start out as a single- 
sided enterprise. Palm was essentially a single-sided company when it 
launched the Palm Pilot personal digital assistant (PDA).5 It avoided 
the problem of attracting app developers to a pioneering device by 
developing and installing a suite of apps itself. When the Palm Pilot 
became successful, Palm was able to become a multisided platform by 
attracting third-party app developers and hardware manufacturers. 

In retailing, single-sided firms clearly have more control over their 
customers’ experience, but they pay for it by having to raise more 
capital and incur higher operating costs. When Zappos decided to 
switch from being a mall for shoe manufacturers to being a one-sided 
online shoe store, for instance, it had to carry an inventory of shoes 
and handle shipping to customers itself, rather than relying on shoe 
manufacturers to perform these and other functions.6 Similarly, Netflix 
has decided to operate as a single-sided provider of video content 
online. It pays producers of movies and television shows a fixed fee for 
the rights, often for several years, to stream their content to 
subscribers. The producers don’t have any direct interaction with the 
subscribers. Like Zappos, with this single-sided approach, Netflix is 
completely in control of its customer relationships. 

As a platform that enables drivers to deal directly with riders, Uber 
relies on its drivers to make some decisions that a single-sided firm 
might make for them. Uber drivers can decide when to drive and what 
to drive—subject to some constraints to ensure it is a good vehicle. But 
Uber controls the prices the drivers can charge. Technology has made 
it possible to apply versions of Uber’s model linking service providers 
to customers in a wide range of other areas. For example, HourlyNerd 
competes with traditional management consulting firms by linking 
businesses and experts. And Coursera competes with traditional 
universities by linking teachers and students. 

The kind of control that platforms of this sort maintain over service 
providers shapes providers’ incentives, and these effects must be 
taken into account in designing the platform. For instance, if tomorrow 
Uber allowed drivers to set their own fares, competition among drivers 
would likely lower fares in the short run. This would make riders 
happier, as long as they could get rides. But lower fares would make 
driving less attractive, drivers would likely leave Uber, and a system 
with lower fares but fewer cars might well be less attractive to riders.7 
Multisided platforms have to consider the impact on the value of the 
platform of controlling some things itself and ceding control of other 
things to platform participants. 

Amazon, unlike eBay, decided to start as a single-sided firm. For 
many years, Amazon was just a reseller, no different than Walmart. 
When it started as a bookseller in 1994, it bought books from 


publishers and resold them to consumers. It did not connect readers 
with publishers directly, something that a two-sided platform would do. 
As it expanded out of books, Amazon initially followed the same single- 
sided reseller model. From electronics to toys, Amazon bought goods, 
put them in warehouses, and then sold them to consumers. 

Amazon's initial decision made sense for what it was trying to do in 
the United States. Unlike China, where Alibaba initially set up Taobao 
as an online mall, there was a well-developed offline US retail market. 
But consumers still had to spend time going to stores, and brick-and- 
mortar stores have space constraints that limit their inventory. There 
are millions of books in print at any one time, but no store could 
realistically have them all on its shelves. 

Amazon provided a “vast selection online’-—more than 2.5 million 
titles as of 1997—and made it easy for people to order them.s People 
had access to more titles than a bookstore could offer and didn’t have 
to leave home to buy them. Amazon extended this same model based 
on scale and convenience to the other categories of merchandise it 
sold. 

When Amazon launched Amazon Marketplace in 2000 and allowed 
third-party sellers to reach consumers through its website, it mainly 
relied on those other members of its ecosystem to decide what 
products to offer at what prices. But, as we note in chapter 9, it has 
exercised some degree of control on Marketplace participants by 
imposing rules against various sorts of bad behavior. 


A Little Bit Single, A Little Bit Multi 


Entrepreneurs often don’t have a stark choice between being only a 
single-sided firm or only a multisided platform. 

Microsoft, for example, operates Windows as a three-sided 
platform. Developers have created more than 16 million apps for 
Windows, which has increased the value of the platform to users, and 
competition among computer makers has dramatically reduced the 
price of computers using Windows for end users.9 But Microsoft also 
operates a single-sided business right alongside this platform. It 
develops apps for the Windows operating system.i0 One of those apps 
—Office—accounted for more revenue than Windows itself in 2013.11 

By 2014, more than two million third-party sellers were using 
Amazon Marketplace to reach consumers. Consumers who search for 
items on Amazon see offers from Amazon’s store and from the third- 
party stores. By 2014, more than 40 percent of the items sold on 
Amazon came from the third-party sellers.12 


Windows is an example of a vertically integrated platform, depicted 
in figure 7-1. There are two groups of customers, A and B, just as 
there were in our basic description of a two-sided platform shown in 
figure 1-1. But in the case of this platform, the Customer B’s are 
complementary products, such as QuickBooks, that Customer A’s can 
use with the platform. The platform operator supplies some of these 
complementary products, just as Microsoft does with Office. Some 
vertically integrated multisided platforms, like Microsoft, operate 
significant businesses in competition with other participants on the 
platform. 


FIGURE 7-1 


blended significant single-sided and multisided businesses. Some 
multisided platforms are just a little bit single; they have a small degree 
of participation on one side as a supplier or reseller. Microsoft’s Xbox 
Studios publishes games for its Xbox platform. Some single-sided 
platforms are just a little bit multi; they provide a platform for 
competitors to reach their customers. Tencent, for example, earns 
most of its revenue from providing games for its users, but it allows 
third-party game developers to use its system as well. 


When, Where, and How Many 


Pioneers have to decide how many sides to have for their platforms, 
when to open up each side for participation, and, in some cases, with 
what configuration to start the platforms. We don’t want to suggest that 
successful pioneers usually start with a master plan. More likely, they 
make some of these decisions as they go along and, if they are lucky 
or good, discover the right strategies for ignition and growth as events 
unfold in the marketplace. 

Facebook, for example, started with a social network at Harvard 
University in February 2004. This two-sided platform connected 
senders and receivers of messages. It then expanded the social 
network to include other colleges, high schools, and eventually 
everyone, in September 2006. 

Facebook became a three-sided platform in mid-2004 when it 
started selling advertising. It had advertising revenues of only 
$382,000 that year. Apple and Victoria’s Secret signed on in 2005. 
Other advertisers followed. Facebook’s user population grew 
explosively, and it invested in developing tools for advertisers. Its 
advertising revenue reached almost $11.5 billion in 2014.13 

Three years after its launch, in May 2007, Facebook announced a 
software platform developers could use to create apps, which opened 
up a fourth side. Some developers, like Zynga, wrote games such as 
Farmville, which drove significant traffic. It created a fifth and sixth side 
by allowing businesses to set up brand pages and send messages to, 
and receive messages from, people on Facebook. Figure 7-3 shows 
the architecture of this six-sided platform as of 2015. 


FIGURE 7-3 
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Note: Facebook connects friends with each other, enables advertisers to send advertisements 
to “friends,” enables businesses to send and receive messages from friends, and enables app 
developers to create apps for friends and businesses and for friends and businesses to use 


those apps. 


itself.14 


It Seemed Like a Good Idea, But ... 


In early 2005, Apple and Google faced all the issues we've described. 
What should they do to create a healthy ecosystem for their mobile 
phone businesses? How many sides should their businesses have at 
the start? Should they be single-sided, multisided, or a mix of both? 
When should they open up new platform sides? Others had already 
started multisided platforms in the smartphone space. Perhaps they 
could learn from them. 

Symbian was the smartphone operating system leader in 2005. It 
began in 1998 as a joint venture by several handset makers and a 
small software provider in London to develop an operating system for 
smartphones.i5 The handset makers worried that if they didn’t create 
their own operating system, Microsoft would control the dominant 
mobile system, and they would have to license it, just as personal 
computer makers had to pay for Windows. 16 

Symbian’s strategy appeared to work at first. Its operating system 
was installed on almost 60 percent of smartphones sold between 2004 
and 2008.17 That was 5.5 times more than the Microsoft mobile 
operating system. Handset makers sold almost 78.7 million Symbian 
smartphones in 2007.18 Developers had written around 10,000 
Symbian apps.i9 As of 2006, six of the largest handset makers, 
including Nokia, which sold half of the phones in the world, owned and 
supported Symbian.20 It looked everything like a successful two-sided 
business. 

Below the surface, though, Symbian was paralyzed by frictions. It 
had become an accomplice in creating the mess that Apple and 
Google wanted to clean up. Symbian couldn’t do much to reduce those 
frictions, however. The way it was constructed meant that its software 
providers couldn't introduce the sorts of innovations that were driving 
the personal computer and web economies. 

To begin with, each of Symbian’s handset-maker owners wanted to 
differentiate its own products. Given its ownership and governance 
structure, Symbian had to go along. It developed multiple user 
interfaces for the handset makers, which could then choose among 
these and customize them further. Between the differences in software 
environments and phone features, software developers couldn't just 
write an app for Symbian as they could for the Mac OS or Windows for 
desktops. They had to tailor their apps for each handset maker. 
According to one former executive, “the mixed platform control— 


between Symbian and its handset companies—meant that developers 
often had trouble finding the right information about APIs [application 
program interfaces] or other development questions.”21 

In addition, Symbian’s handset-maker owners were beholden to the 
mobile carriers that distributed more than 90 percent of mobile 
phones.22 The handset makers had to go through them if they were to 
have a chance to sell a significant number of phones. Nokia, for 
example, was barely present in the United States, despite being the 
leader elsewhere in the world, because the large mobile carriers in the 
United States wouldn't sell its phones.23 

Symbian was obliged to reflect the interests of its owners. It was in 
no position to stand up to the carriers. That made it hard for Symbian 
to roll out new features for its operating system. Each mobile carrier 
had restrictions on what Symbian handsets could do. “I remember one 
case where there were 10,000 requirements to get Symbian products 
onto that one carriers network,” according to a former Symbian 
executive. “A typical carrier requirement would [be] anything from do or 
don’t include Wi-Fi support to where things showed up on a menu.”24 
Symbian couldn’t build a new release and roll it out globally to its 
handset-maker partners. It had to engage in many individual 
negotiations with carriers and make modifications to the operating 
system as a result. 

Symbian also wasn’t in a position to help software developers in 
their negotiations with the mobile carriers to make their apps available 
on Symbian phones. Even software developers that worked for the 
mobile carriers had problems. A senior Android developer recounted 
his experience working for Orange, a UK-based mobile carrier. He 
couldn't get the company to approve a mobile phone app because it 
would cannibalize its thirty-year-old legacy technology.25 

The Symbian experience showed Apple and Google that just 
starting a two-sided platform and securing customers on both sides 
wouldn't be enough. The platform would also have to nurture a healthy 
ecosystem around it. Symbian couldn't do that. If anything, Symbian 
contributed to making its ecosystem more dysfunctional. 

In 2005, when Apple and Google started looking into how to reduce 
the frictions in the mobile phone business, it wasn’t obvious what sort 
of platform they should build or how they should go about nurturing a 
healthy ecosystem around it. 


Maybe One Side Is Enough 


Steve Jobs, having created a highly successful music business around 


the iPod, was worried: “The device that can eat our lunch is the cell 
phone.”26 People wouldn’t need iPods if handset makers built music 
players into them. To protect its music franchise, Apple put together a 
partnership in 2005 that included Motorola, to manufacture a phone 
with a built-in iPod, and Cingular (then the largest US carrier, which 
became AT&T Mobility in 2007), to distribute it. They released the 
ROKR in September 2005. The reviews were not kind.27 Sales were 
disappointing.28 “Jobs was furious,” according to his biographer.29 

Apple decided to make a phone itself. Sixteen months later, on 
January 9, 2007, Jobs previewed the iPhone to the world.so Apple 
designed the phone and then outsourced its manufacturing. All the 
phones Apple sold were iPhones. It had total control over its handsets. 

The company developed a mobile operating system, iOS, which 
adapted the Mac OS operating system used in its Macintosh personal 
computers to the new mobile device. No other handset makers were 
allowed to use it. Apple also adapted several of its desktop apps, such 
as iTunes, for iOS, developed some new ones like Calendar, and 
included Google Maps and YouTube on every iPhone. 

No other app developer was able to get access to the iPhone. 
“[Jobs] didn’t want outsiders to create apps for the iPhone that could 
mess it up, infect it with viruses, or pollute its integrity.”31 (Developers 
could, however, write web-based apps that worked with the Safari 
browser on the iPhone.) 

Finally, Apple entered into exclusive contracts with a single mobile 
carrier in each country to distribute the iPhone. The contracts were 
long—four years in the case of AT&T, Apple’s partner for the iPhone in 
the United States. In return for exclusivity, the carriers essentially gave 
Apple complete control over the handset. Based on the consistent 
iPhone interface, carriers did not seem to be allowed to block Apple 
apps or features, and they couldn’t install their own apps. Exclusivity 
didn’t come cheap for Apple in the United States. Since AT&T’s share 
of US mobile connections in the second quarter of 2007 was only 26.2 
percent, the iPhone wasn’t available to 73.8 percent of subscribers 
unless they switched carriers.32 

The iPhone was thus a single-sided business when Apple made the 
first iPhone available on June 29, 2007. Apple made the handset, the 
operating system, and most of the apps. It just needed to get the 
subscribers of the mobile carriers, the ones it did exclusive deals with, 
to buy its new phone. 


Herding Cats 


Larry Page was as worried about the mobile phone as Steve Jobs, but 
for a different reason.33 Google made its money serving ads on the 
web that people accessed from desktop computers. With the explosion 
in mobile devices, Page thought it was clear that most people were 
eventually going to move from fixed to mobile devices. 

Google had experience developing apps for mobile phones and 
knew it was a nightmare. It had to develop for hundreds of handsets 
and carriers. If people started using mobile phones instead of personal 
computers, Google, and everyone else who had become accustomed 
to a smooth experience online, would have trouble. Google was also 
concerned that Microsoft would extend its dominance in personal 
computers to mobile phones. 

In the spring of 2005, Page met with Andy Rubin, an entrepreneur 
who had a vision for cleaning up the mess in the mobile phone industry 
and had started developing a platform to do so.34 The idea was to 
create a mobile operating system provided under an open source 
license so that anyone could take it and modify it, and any handset 
maker could install it for free. Within weeks, Google decided to buy the 
company and its software, both called Android, and to bring Rubin and 
his team on board to help the search-engine giant shake up the mobile 
phone business. 

Rubin and his team had made great progress by the end of 2006. 
They needed to make sure that the operating system could support 
innovations on the handset and that the handset could support 
innovations in the operating system. While Google wasn’t planning to 
make its own phone, it did develop two prototypes for the software 
development team to use. They were called “Sooner” and “Dream.” 
The Dream had a touch screen; the Sooner didn’t. As of early 2007, 
the Sooner launch was scheduled for the fall of 2007, while the Dream 
was still in early stages.35 

A few days into the new year, Jobs previewed the iPhone, with its 
large touch screen and cool looks. Google scrapped the Sooner and 
reached for the Dream. 

Google had planned to create partnerships within the ecosystem to 
launch Android. Apple’s strategy made this easier. The handset 
makers didn’t have an operating system that would enable them to 
compete with the iPhone. Symbian and Windows Mobile weren't up to 
the task.36 Mobile carriers that didn’t have long-term exclusive deals 
for the iPhone were faced with years of competing with a rival that did. 

On November 5, 2007, ten months after Jobs previewed the iPhone, 
and four months after its release, Google gave the world a peek at 
Android. What it showed, though, wasn’t a phone with hot features and 
cool apps. It was a framework for organizing the ecosystem and a 
consortium called the Open Handset Alliance (OHA). 


Mobile carriers and handset makers were leery of getting locked 
into any single operating system. Google used a commitment strategy 
to solve this problem. It released Android under a license that enabled 
anyone to use the system for free and to modify it if they wanted.37 
The handset makers didn’t need to depend on Google to update the 
system. Anyone or any coalition could build its own version of Android. 
“Free” was an attractive price for the cost-conscious handset makers. 
Until Android, the cost of the operating system and other software was 
about a fifth of the cost of a handset.ss A free operating system could 
lower the price of the handsets and stimulate adoption. 

Google’s decision to make Android available under an open source 
license, however, risked creating the same fragmentation that had held 
Symbian back. There was what economists call a collective action 
problem. In total, the mobile carriers and handset makers would 
benefit from a standard operating system that could attract many apps 
and users. Individually, each would benefit from making its operating 
system slightly different from the others to attract more users who liked 
its distinctive features. 

To remedy this, Google organized a coalition of handset makers, 
mobile carriers, software developers, and other members of the 
ecosystem. They all agreed to maintain a standard version of Android. 
Google developed a certification process to ensure that handset 
makers complied. That way, handset makers could ensure users and 
developers that apps developed for the standard version of Android 
would work on their devices. Google had assembled thirty-four 
members of the OHA by its launch announcement. That—the 
organization of the ecosystem—was its big news on November 5. 

A week after the OHA announcement, the company made the 
Android system available to software developers, along with a 
developer kit to help build apps. It even set up a contest for the best 
apps, with a deadline of April 14, 2008, and put up $10 million in prize 
money. It also made its own popular apps, such as Google Maps, 
available after porting them to the new operating system, to enhance 
the value of Android phones. Thus, Google started with a multisided 
platform. 

Google still had the mobile carriers and their walled gardens to deal 
with. For many mobile carriers, Apple’s arrangements with their 
competitors softened their resistance to ceding control.39 In the United 
States, for example, Verizon, which had had an unfriendly relationship 
with the search giant, encouraged Google to provide a phone that 
would enable it to compete with AT&T’s popular iPhone.40 Google 
softened up the carriers even more by giving them most of the 
commissions from distributing apps.41 One by one, the walls came 
down, and the carriers signed on. 


When it came to deploying phones, though, catching up with Apple 
was hard. The first Android 3G phone, the HTC Dream, released on 
October 22, 2008, achieved only moderate success against the 3G 
iPhone that had been released that July. The real battle wasn’t to start 
until November 6, 2009, when the very successful 3G Motorola Droid 
appeared. 


Two Is Better Than One 


After the June 2007 iPhone launch, Jobs reconsidered his opposition 
to third-party apps. Eventually, and after discussions at four board 
meetings, Apple decided to permit them.42 Jobs announced this move 
in an open letter to developers on October 17, 2007.43 The company 
released its software development kit in March 2008 and launched its 
App Store in July 2008. Developers could only get their apps to users 
through Apple’s App Store, and Apple got to decide whether to make 
an app available. It developed strict standards and processes for 
testing and reviewing apps. A year after its launch, the iPhone was a 
two-sided platform connecting users and app developers. 

It turned out that third-party apps were important for getting users 
interested in both new smartphones. Apple and Google both invested 
great effort in stoking the supply of third-party apps, touting how many 
they had, and making it easy for users to get them. In 2015, Americans 
spent 71 percent of their time with apps when using their 
smartphones.44 Handset makers made investments in other operating 
systems at the same time they were working with Android. We suspect 
that one reason they did not sell many phones based on those 
operating systems is that there were very few apps for them. Google 
succeeded in getting a thriving community of app developers around 
Android, as Apple did around the iPhone’s iOS. 


A Healthy Ecosystem and Explosive 
Growth 


Apple and Google took different approaches to building mobile 
platforms and organizing the surrounding ecosystems, but together 
they eliminated the major frictions that existed in the mobile phone 
business in the 2000s. Software developers can now write apps for 
iOS and Android and distribute those apps to people worldwide 
regardless of their mobile carrier. By and large, mobile carriers don’t 


get in the way anymore. They aren't able to prevent users from getting 
whatever apps they want. Apple and Google also make sure those 
apps run on most handsets using their operating systems.45 

Both platforms enjoyed explosive growth, driven significantly by the 
positive feedbacks between app developers and users. Figures 7-4 
and 7-5 show the growth of mobile phone subscribers and apps for 
each operating system. By 2015, more than 452 million people were 
using iPhones around the world and 2.47 billion people were using 
Android phones.46 The iPhone had about 1.5 million apps available, 
and Android phones had about 1.6 million. The head counts of users 
and apps don't tell the whole story, though. As of late 2015, consumers 
spent about twice as much time using apps on iOS devices than on 
Android devices, and app developers favored iOS devices because 
that’s where they were most likely to get paying users.47 
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Interior Design 


Building Platforms to Maximize Activity and 
Value 


he upscale Aventura Mall is a few blocks from the beach in a 


suburb north of Miami. People from the surrounding area and visitors 
from around the world love it. It has even been described as “shopping 
heaven.”1 It has more than 300 stores, including six anchors, spread 
out over 2.7 million square feet on three levels.2 

This chic collection of stores, the largest mall in Florida and the third 
largest in the United States, opened its doors in April 1983. A quarter 
century before, Harry Soffer, a mall developer from Pennsylvania, and 
several other investors bought more than 785 acres of land in South 
Florida. Soffer put his son, Donald, a Brandeis-educated football player 
who turned down the San Francisco 49ers to work for his father, in 
charge of developing the property. Donald Soffer and his team built a 
new town called Aventura, a golf course, luxury condominiums, and 
eventually the mall, which had 1.2 million square feet when it opened. 
They have worked since then to expand the mall and enhance its 
allure.3 

They also had to design the mall so as to maximize its value to the 
stores, to shoppers, and, ultimately, to its owners. That meant figuring 
out the right mix of stores and negotiating deals with them. It also 
meant working on the interior and exterior layout of the mall. In doing 
this, they could draw on decades of learning from other mall 
developers, going back to the Southdale Center, the very first modern 
shopping mall, which opened in Edina, Minnesota, in 1956 and was 
designed by the pioneering retail architect, Victor Gruen.4 

All matchmakers, whether they operate physical or virtual places, 
face these same sorts of decisions. They need to figure out how to 
design their platforms to increase the chances that participants will be 


able to find each other and engage in mutually beneficial exchanges. 
They must construct the platform, whether from bricks or lines of code, 
and often develop tools that participants can use to find valuable 
matches. 

The art and science of doing this varies from business to business. 
The new economics of multisided platforms, however, has identified 
certain basic principles that almost always apply. After we've 
discussed those principles and looked at an important example, we'll 
return to the mall. 


Making Markets Thick 


If you want to sell the antique cookbook you found in your 
grandmother's attic on an online auction site, get a good price for it, 
and do it quickly, there have to be enough people who visit that site 
who are interested in buying antique cookbooks. If the site doesn’t 
have very many people participating in it regularly, the chances are 
pretty slim that there’s going to be someone interested in your 
cookbook. The more people that use the auction business, the better 
the chances. 

eBay developed a “thick” market for obscure things. As it got larger 
and developed a reputation for being a good place to buy and sell 
obscure things, more people came to it to buy and sell obscure things. 
You’d have pretty good luck selling your antique cookbook on eBay. 
Back when people were selling junk at local flea markets, you probably 
wouldn't have been able to unload the cookbook or, if you did, to get 
much money for it. Local flea markets were too small. They were thin 
markets. 

Successful platforms are designed to create thick markets. Consider 
stock exchanges. If you want to buy ten thousand shares of IBM 
common stock at the market price on June 27, 2016, at 11:30 a.m. 
EDT, there have to be enough sellers offering enough shares at the 
market price for you to do that, and if you want to unload ten thousand 
shares around that time, there need to be enough buyers. 

Stock exchanges have traditionally relied on firms designated as 
“market makers” to make sure that markets are thick. Market makers 
are one side of the exchange platform, and ordinary investors—buyers 
and sellers—are the other side.s Each market maker would be 
responsible for one or more stocks. Whenever the market is open, a 
market maker would be required to post prices at which it would buy 
up to a stated number of shares of each of its stocks—the bid prices— 
and at which it would sell up to a stated number of shares of each of its 


stocks—the offer prices. 

Market makers have to be compensated for performing this 
function. They bear risk, since they are required to take positions in 
stocks based on others’ decisions—to buy ten thousand shares of IBM 
because somebody else just learned bad news about the company, for 
instance. Exchanges provided that compensation in part by designing 
the “tick size” for the exchange. The tick size is the fraction of a dollar 
in which bids and asks are made; it is now one cent on US exchanges, 
but it used to be measured in one-eighths of a dollar or 12.5 cents.6 
Bid prices must be below the corresponding offer prices by at least the 
tick size.7 Market makers get to keep the spreads between bid and 
offer prices. A higher tick size makes market making more attractive. It 
also makes buying and selling stock more costly. To make sure the 
market is thick enough, with enough participants on both sides, the 
exchange has to balance those two effects in choosing the tick size. 


Small Can Be Beautiful 


Stock exchanges are not the only multisided platforms that have to 
make sure there are enough participants on each side who could 
benefit from getting together with participants on the other side. To do 
this effectively, matchmakers must account for heterogeneity among 
participants on both sides and for the fact that participants’ interests 
and desires may change over time. In general, each platform 
participant must have enough options so he or she can find a good 
match, given what he or she is looking for at any particular time. 

Multisided platforms often have to choose between having a larger, 
more inclusive design or a smaller, more exclusive design. Successful 
matchmakers don’t all make the same choice. The recruitment 
business for employers and workers is a good example. Some online 
platforms such as Monster allow every employer looking for workers 
and every person looking for a job onto their platform. They design 
large. Other platforms such as specialized recruiters focus on 
matching a limited number of prescreened employers and job seekers. 
They build their reputation on bringing good candidates to employers 
and good jobs to seekers. They design small. 

Just getting lots of participants on all sides doesn’t necessarily lead 
to an attractive platform.s Matchmakers need the right participants. A 
restaurant reservation platform needs to have enough of the right 
restaurants, in the right city, at the right time. It can’t make up for this 
deficit by having many restaurants that aren’t relevant to the people 
making the reservations, as OpenTable found. 


Platforms sometimes add value by limiting their size. They focus on 
collecting the particular types of participants they want to connect with 
each other. Often they do this through a platform screening device that 
selects the right participants on one side. Then they seek the relevant 
group of participants on the other side who want to connect with that 
narrow group. Screening tends to make the platform smaller by 
discouraging participants who are not quite right from joining.9 But it 
makes it easier for those who pass the screen to find a good match. 
The platform has fewer participants, but it can charge them more 
because it is generating better matches and more value for its 
participants. 

One way to screen participants is by offering something that only 
the “right” participants want. Hoist magazine, for example, has articles 
of interest to overhead crane operators. It then sells advertising aimed 
at this group to companies that sell equipment that would appeal to 
them and their employers. Thats much more efficient and cheaper for 
sellers of crane-related equipment than putting an ad in People 
magazine. 

Another way to screen participants is to create a signal that certain 
participants should join and others shouldn't. Doing so in a way that 
works and avoids seeming discriminatory means setting just the right 
vibe.10 FarmersOnly.com for example, is a dating site that is designed 
to attract “single country gals” and “local farmers and cowboys” looking 
for potential partners. The company name makes its profile clear, and 
its home page pictures a couple standing in a pile of hay under a 
banner that says, “Single in the Country.” By screening out “city folks” 
who “just don’t get it,” this dating site helps to create a thick market for 
country folks who want to get together.11 

Multisided platforms may have another reason for limiting how big 
they are if the participants on one side do not like competing with each 
other.12 The more competitors, the lower the value of the platform to 
each of them. Recall from chapter 4 that one of the problems the B2B 
exchanges had is that they created such intense competition that the 
suppliers didn’t want to join. Some platforms limit the competition on 
one side to make the platform more attractive to that side. That then 
makes it easier to recruit members on the other side, something that 
then raises the overall value of the platform. 

On the other hand, some platform participants are so attractive that 
other participants on the same side benefit from the traffic they 
generate.i3 Platforms can develop more attractive and valuable 
markets by getting more of these “marquee” participants. A mall does 
this by charging a low rent to stores that will attract lots of shoppers, 
who will walk past and perhaps buy at the other stores in the mall. A 
nightclub does the same thing by letting the hottest men and women 


jump the line to get in. While a particularly attractive man is 
competition for other men, other men are likely to figure that he will 
attract more than one appealing woman. 

Yet another reason for limiting a platform’s size is congestion, which 
can make it difficult for participants to search for and interact with each 
other. Physical limits require entry restrictions. Popular nightclubs 
restrict the number of people who can get in, not just because they 
want to focus on the cool people. In addition to fire-code regulations 
that limit crowds, the nightclub needs to make sure people can move 
around and interact. 

Platforms can reduce the effects of congestion by making it easier 
for participants to connect with each other faster.i4 It can take a long 
time for taxicabs and riders to connect in major cities. Some people 
who call for taxis end up hailing one because of uncertainty about 
when and whether the driver will show up. Ride-sharing apps, such as 
Didi Kuaidi, reduce this problem by using technology to enable drivers 
and riders to connect quickly and confidently. Search engines, to take 
another example, design their results pages to make it easier for 
people to find relevant organic and sponsored search results. Showing 
people too many items on one page makes it harder for people to find 
things, since each additional item adds congestion. 15 


Searching and Matching 


A platform’s design must do more than help get enough of the right 
participants. It also has to make sure interactions happen between 
them. After all, that’s why the participants have joined the platform and 
how the platform owner makes money. 

Matchmakers can often facilitate interactions by organizing 
participants around a standard that they all agree to use. The 
smartphone operating systems we discussed in the last chapter 
provide standard ways for app developers and users to interact. 
Software developers receive specific instructions, incorporated into 
“software development kits,” on how to design their apps to work with 
each operating system. Twitter adopted a maximum 140-character 
statement as the standard method of communicating on its micro- 
blogging platform.is That told message receivers what to expect and 
message senders what to do. Although people could send multiple 
tweets to create a longer message, the platform was set up to 
encourage people to compress their message into the 140-character 
limit. 

Certain physical platforms have devised ways to help participants 


look for good partners. A successful nightclub has an interior designed 
to make it easy and appealing to mingle. At farmers’ markets or other 
bazaars where buyers enter, look for merchandise that interests them, 
and then negotiate with the seller, stalls are arranged to increase the 
odds that merchants get foot traffic and buyers find things they want to 
buy. 

A platform signaling device provides a simple way for participants to 
find each other. Modern payment card networks did this with the “card 
bug” and the “acceptance mark.” Merchants are supposed to post an 
acceptance mark in prominent places when they agree to take a card 
associated with a particular branded network such as Visa. Card 
issuers print a card bug on their plastic cards to signify that 
transactions made with that card are processed over the indicated 
network. A consumer whose US bank issues her a debit card with a 
Visa bug on it then knows that she can use that card at a petrol station 
in the south of France that has posted a Visa acceptance mark.i7 The 
acceptance marks were especially important signaling devices in the 
early days of the payment card industry, when relatively few merchants 
took cards. 

Some platforms have highly complex computerized algorithms for 
matching participants. Google Search, with its sophisticated algorithms 
for matching keywords, websites, and advertising, is perhaps the most 
famous. Modern securities exchanges are based on computerized 
platforms for matching trades efficiently. Advertising networks can 
almost instantly match people and advertisers based on their 
characteristics so that websites can present ads that are relevant to 
each individual reader.18 

Many platforms provide search and matching tools that, in terms of 
the level of sophistication, lie between the primitive approaches taken 
by nightclubs and the big-data approaches taken by search engines. 
Most Internet-based platforms, for example, have search buttons that 
people can use to look for participants on the other side. These are 
sophisticated enough to allow a YouTube user to find a crazy cat video 
or a diner to locate a Mongolian restaurant in the Chicago metropolitan 
area with a table available at 9:00 p.m. next Thursday. 


Balancing Externalities 


Oddly, many multisided platforms are in the business of matching up 
participants who ordinarily wouldn’t want to get together. What is 
remarkable is that they have figured out ways to do this that makes 
everyone happy and generates profits. 


Meet Annie, a confirmed couch potato, and Jack, the owner of 
Jack’s Used Cars. Jack (and other advertisers) would like to present 
messages to people like Annie, because doing so will raise sales. But 
Annie, like most people, doesn’t want to receive those messages. In 
fact, she may find advertising so annoying she would pay to avoid it, 
watching only HBO or Netflix, using DVRs to skip ads, and using an 
online ad blocker like AdBlock. 

Here’s a simple model to explain why it makes sense to push an 
unwilling participant (Annie) together with a willing one (Jack). Assume 
Annie would pay $5 not to have to watch ads for Jack’s company. 
Jack, however, would pay $20 to get those ads in front of Annie. These 
two are not meant for each other—or so it would seem. 

But there’s a potential gain from their interaction. A platform could 
pay Annie $10 to view Jack’s ad. Annie is then ahead $5 ($10 minus 
the $5 cost of doing something she’d rather avoid). The platform could 
charge Jack $15 for access to Annie’s TV. Jack goes for this and is 
ahead $5 too ($20 minus the $15 commission). The platform makes $5 
in profit ($15 fee from Jack minus the $10 payment to Annie). 
Everyone is better off. 

Those economics drive the design of advertising-supported media 
businesses. Media businesses create content that they use to 
compensate people for receiving advertising messages. Instead of the 
platform paying Annie to meet Jack, it provides Annie with valuable 
content in exchange for listening to the possibly annoying ad from 
Jack’s Used Cars. Feature articles in magazines, news and 
entertainment in daily newspapers, music and talk shows on radio, 
search-engine results, and television shows are all forms of subsidies 
—you could also call them bait or bribes—to attract viewers. 
Successful media businesses make enough money from advertisers to 
cover the cost of their content and make a profit. 

Some advertising-supported media go further. They make it difficult 
to avoid the ads even at the cost of aggravating the reader. Vogue, for 
example, buries the table of contents in the midst of many pages of 
ads at the beginning. The magazine then has many full-page ads that 
are unnumbered so that it is difficult to flip through the magazine to find 
a particular story. 

Yet Vogue is successful because this is a good deal for both the 
reader and the advertiser. The reader bought a glossy magazine filled 
with articles she wants to read and perhaps even many 
advertisements she wants to look at. The price she paid at the 
newsstand probably doesn’t cover the cost of printing and distributing 
the magazine, never mind the cost of generating the articles. Even 
though the design causes her some inconvenience, she is better off. 
The advertisers benefited from being able to reach her because it 


increases the chance that she will buy one of their products. And, of 
course, Vogue makes money by figuring out how to design a platform 
to get fashion-conscious women together with advertisers who want to 
reach them. 

Platforms also engage in search diversion.19 Karen wants the 
fastest, easiest way to find what she is looking for—a new pair of 
shoes for herself. But Maggie's Dog Boutique won't get a chance at 
any of Karen’s attention because Karen just doesn’t know what she is 
missing, even though she has a dog. A physical or virtual commerce 
platform might be able to come up with a design in which Karen is 
encouraged to at least consider Maggie’s Dog Boutique. 

Shopping malls are the leading practitioners of search diversion, but 
e-commerce sites often use a variation of this tactic by providing lots of 
suggestions for other things you might want to buy, based on your 
history or what you are currently considering. These recommendations 
can be distracting and may lengthen the shopping experience, but if 
they are well done, they may stimulate sales and increase customer 
satisfaction. 

Anyone who visits a mall will see all these economic principles in 
action. So let’s return to Aventura. 


A Tour of the Mall 


The Aventura Mall is on Biscayne Boulevard in Aventura, Florida.20 
From the main entrance, a shopper can drive to one of six major 
parking lots, each in front of one of the six anchor stores. JCPenney 
and Nordstrom are at one end of the mall and Bloomingdale’s is at the 
other end. Sears is on one side, and Macy’s and Macy’s Men’s & 
Home Furniture are on the other side. For a mall map of the first level, 
see figure 8-1. 


FIGURE 8-1 


Selecting Stores 


The design of the Aventura Mall is a very conscious one. The mix of 
anchor stores and the inclusion of the AMC theater are intended to 
attract different groups of people. The fact that the mall has a 
Bloomingdale’s and Nordstrom also signals that it is a high-end mall. 
Each of the anchor stores likely draws a significant number of 
shoppers that the other stores wouldn’t attract. The combination of 
these stores is meant to increase the number of shoppers who come 
to the mall mainly to shop at one of those anchors. The mall directory 
lists Aventura’s non-anchor stores in twenty-two different categories. 
Some categories, such as card and gifts, have only one store, while 
others have many. 

Consumers have a significant range of choices for shopping, 
although the stores are skewed more toward high-end places. This 
mall has both a Tiffany & Co. and a Cartier. It describes itself as a 
“Luxury Shopping Destination” on its website. A Google summary says 
that it is “an upscale super-regional shopping mall.” The reviews 
describe it as a “chic” mall with “high-end shops.” It attracts crowds of 
shoppers. 

The selection of anchor and smaller stores provides a signal to 
shoppers.22 Shoppers know to go to this mall for upscale shopping. 
“Definitely not the type of mall where you come if you’re trying to find 
some bargains,” according to one visitor.23 On the other side, since 
upscale retailers know that Aventura Mall has foot traffic with the kind 
of people who would likely buy from them, many luxury brands have 
stores there. The result is that both stores and shoppers are likely to 
find good matches. 


Mall Layout 


The physical design of the mall and the locations of its stores 
determine how people walk through it and what stores they encounter. 
The map in figure 8-1 shows that the mall isn’t designed to minimize 
the amount of time people take to walk between stores. A consumer 
who wants to compare sweaters at Bloomingdale’s and at Nordstrom 
has the longest walk. The perimeter walkway on the second level, 
around the atrium, eliminates the possibility of choosing the shortest 
distance as the crow flies. 

The Aventura Mall is designed to encourage people who want to 
shop at multiple stores to walk a lot. “Take your walking shoes,” noted 
one visitor, “you will need them.’24 Encouraging foot traffic means 
more people pass by each store and increases the odds that a 


consumer will come in and buy something. Stores benefit from this; 
shoppers don’t. Some malls go even further by putting the up and the 
down escalators on opposite ends of the mall. 

Store locations in the mall seem to follow some logical patterns. 
Stores that tend to attract similar types of shoppers are clumped 
together. The corridor leading to the Nordstrom stores is lined with 
luxury stores like Cole Haan, while the corridor leading to JCPenney 
has more down-market stores like The Gap. Tiffany and Cartier are 
located opposite each other. There is no corridor leading to Sears and 
few significant brands are nearby, reflecting the fact that it isn’t a 
feeder of significant traffic to the luxury stores. 

By locating similar stores close together, they attract more traffic— 
what is known as an agglomeration effect—while also increasing 
competition between them. These location decisions were likely made 
in concert with the stores, particularly the anchor stores, which have 
considerable bargaining power. Presumably, the agglomeration effects 
outweighed the competition effects for Tiffany and Cartier. 

The Aventura Mall impresses visitors as a “beautiful and classy 
place.’25 That doesn’t happen by accident either. Mall operators have 
to make sure that stores do their part to keep up appearances and 
provide good service, because that affects everyone. They also have 
to make sure that people behave themselves. To make their platforms 
nice places for their participants they need to have and enforce rules 
and, as we see next, most do just that. 


Fakesters and Fraudsters 


Governing Bad Behavior by Platform 
Participants 


indsay Lohan got busterd in late 2008.1 It wasn't for driving drunk, 


doing coke, or lifting jewelry. Facebook caught the actress posting 
under an assumed name, a violation of its policy. The social network 
didn’t kid around. It didn’t offer probation, house arrest, or a nice jail 
cell as the City of Los Angeles did two years later. It just kicked her 
out. “All | can think is,” she wrote on her blog, “WHO is running this 
site? And how can they just ‘disable’ my account without first, sending 
me a warning notice, or AT LEAST asking me some account 
verification questions.”2 

Expelling the star of Mean Girls was all in a day’s work for 
Facebook’s “User Operations” staff, which polices this massive 
community. Their work shows. Facebook is a much nicer place to hang 
out than was MySpace, the previous behemoth of social networks, 
which one commentator called a “vortex of perversion.”3 In addition to 
banning those who use fake names, Facebook exiles those who show 
too much skin, harass people, engage in hate speech, and even those 
who call someone a jerk.4 It takes a lot of people to patrol a village as 
big as Facebook. Around the time Lindsay Lohan got caught out, 
Facebook had about 150 employees, almost a fifth of its workforce, 
looking for offensive content and misbehavior.5 

It may seem odd for a private company to have a whole operation 
that polices, prosecutes, and punishes its own customers. But it makes 
sense when you think of Facebook as a community. One of the ways 
Facebook adds value is by providing a nice place for people, 
businesses, celebrities, advertisers, and developers to get together 
and interact. 

Just as in any community, members can do bad things to each 


other. It turns out that Facebook has a lot of company when it comes 
to imposing rules on customers and kicking them off the property when 
they don’t obey. Many multisided platforms have policies about things 
that participants better not do ... or else. They punish participants that 
violate those rules. That includes bouncing them off the platform for 
good. 

Lohan, in fact, belongs to a rogue’s gallery of platform scofflaws that 
ranges from some of the most admired companies in the world to 
some very nasty people. Good governance is a critical component of 
operating a successful matchmaker. 


Behavioral Externalities 


If Lohan lived alone on a desert island, she couldn’t harm anyone but 
herself by driving under the influence. There’d be no one to sideswipe. 
Once other people come to live on the island, though, there is a 
possibility that each of them could harm the others or maybe even help 
the others, Lindsay included. 

Economists say there’s an “externality” when people aren't 
compensated for providing a benefit to, or aren’t punished for inflicting 
a harm on, other people. If Lindsay plants a beautiful garden near her 
hut, one that neighbors can also enjoy, that is a positive externality, but 
there’s no externality if she harvests coconuts and sells them to her 
fellow islanders for bananas. She’s helping them, but getting paid for 
her initiative. There is a negative externality if she makes a lot of noise 
shaking the coconuts down, annoys her new neighbors, and maybe 
even wakes them from their sleep. 

We've introduced certain kinds of externalities already, when 
discussing indirect and direct network effects in earlier chapters. 
Indirect network externalities arise in a multisided platform when the 
value of the platform to members of one group is affected, usually 
positively, by the participation of members of another group, as when 
the value of OpenTable to diners is increased when more restaurants 
participate. Direct network externalities arise when the value of the 
platform to members of one group is affected, positively or negatively, 
by the participation of members of that same group, as when 
increasing the number of men in a singles bar (holding the number of 
women constant) makes the bar less attractive to each man. 

The externalities we’re concerned with here originate from the 
behavior of participants on matchmakers, not from the fact of their 
participation or the number of participants. Having Lohan on the island 
may, by itself, make her neighbors happier or sadder or not affect them 


at all. Her noise making or gardening, however, could have significant 
effects on their happiness. We'll call these sort of effects behavioral 
externalities to distinguish them from the network externalities with 
which this book is primarily concerned. 

The ability of community members to impose behavioral 
externalities on other community members is one reason why societies 
adopt laws and regulations; establish police, courts, and authorities; 
and erect prisons for the worst offenders. Governments everywhere 
prohibit a wide range of behaviors that cause negative externalities, 
from littering to murder. They fine people, toss them in jail, and worse. 

Multisided platforms are communities, too. Their whole reason for 
being is to provide a place for participants to get together. They are, in 
many respects, like villages, cities, and countries. Because there are 
lots of behavioral externalities that can increase or decrease a 
matchmaker’s value, they need rules to make sure people and 
businesses that participate on the platform behave themselves. 
Successful platforms nurture the positive behavioral externalities and 
minimize the negative ones, particularly by discouraging participants 
from behaving badly. 


Behaving Badly 


Lohan hardly committed a capital offense by using a fake name for her 
Facebook page. It is easy to see why a celebrity might want to do that 
to interact with her friends while keeping her privacy. Allowing people 
to use fake names, however, can cause problems for others. Some 
people may just not like using a social network where some people 
aren't real. More seriously, there are real concerns that people could 
disguise their identity to do bad things. Sexual predation and online 
harassment are common problems. 

Sadly, some members use social networks to inflict emotional 
distress, which can lead to suicides. A highly publicized case involved 
the use of MySpace by one Lori Drew to retaliate against a young girl, 
Megan Meier, who had a disagreement with Drew’s daughter.s Using a 
fake account under which Drew assumed the false personality of a 
teenage boy, Drew orchestrated an online romance with Meier, had 
the fake boy become hostile, and eventually suggested that Meier kill 
herself. Soon after, Megan committed suicide.7 

The full gamut of bad behavior that we encounter in society, as 
citizens, consumers, and merchants, can happen on multisided 
platforms. Participants sometimes engage in offensive behavior. Some 
post obscene material, engage in hate speech, or are just plain 


annoying. Of course, people lie about their age or their weight on 
dating sites.s Hooligans can trash a web-based community just as they 
can trash a shopping mall or a nightclub. 

There is fraud and misrepresentation. Merchants, for example, sell 
counterfeit goods or take payment but then do not ship the goods.9 
That was one of the problems Alibaba tried to solve in China by putting 
payments into escrow until the purchasers actually got the product 
they had ordered and could inspect it. 

Interactions become risky when platform participants aren’t 
trustworthy. It is hard to know who is concealing information, promising 
more than they can deliver, or engaging in other shenanigans that 
maybe aren't illegal but are just opportunistic. Hidden information may 
produce the famous “lemons problem” associated with used-car 
markets. Sellers know whether a used car is a lemon—one with many 
problems—but buyers can’t easily figure out which cars are lemons 
and which aren't. Buyers pay less for all cars because of the risk. But, 
then, people with good cars don’t sell them because the price is too 
low. As a result, even more of the cars for sale are lemons. 

Platforms can deal with this problem by preventing low-quality 
entrants from joining. Steve Jobs was worried that the iPhone would 
attract low-quality apps that would decrease the value of the platform. 
Apple solved this by imposing quality control on the apps it would 
make available in its App Store. This sort of quality control requires 
platforms to invest significant efforts into investigating participants and 
kicking out bad ones. Limiting a platform on one side to participants 
that exceed some threshold of quality necessarily limits the number of 
participants on that side. 

Opportunistic behavior is a common problem that platforms have to 
deal with. Brokers on exchanges, for example, are often tempted to 
engage in what is called “front-running.” Suppose a broker receives an 
order to buy so many shares of British Petroleum (BP) that its price is 
likely to be driven up. The broker would front-run by buying BP stock 
for its own account first, then placing the client’s large order, then 
selling the BP stock it just bought and profiting from the client-induced 
price increase. Front-running hurts the client who is likely to have to 
pay more. All exchanges have rules against this practice and staff 
charged with detecting it. 

In another example, online merchants trick people who pay with 
credit or debit cards by engaging in what is known as “drip pricing.”10 
Once people spend the time going through the online checkout 
process and enter their card information, the merchant adds a 
surcharge for paying with plastic, assuming that buyers will be so far 
along in the transaction that they won't cancel it. Payment card 
networks have historically banned merchant surcharges; the drip- 


pricing problem has arisen in countries, such as the United Kingdom 
and Australia, that have required card networks to allow surcharges. 

Bodily harm can occur on platforms as well. Sexual predators have 
used Craigslist to meet people they have raped or killed.i1 This 
concern is obvious when strangers travel together in automobiles. The 
French ride-sharing service BlaBlaCar, which has 20 million members 
in nineteen countries outside the United States, has taken great pains 
to deal with this concern. It verifies members’ identities, requires them 
to supply photographs, and has drivers and passengers rate each 
other after every trip. Because women are likely to be particularly 
concerned, it has a “ladies only” feature that allows women to elect to 
travel only with other women.12 

Negative behavioral externalities of the sort we’ve discussed here 
reduce the value of a matchmaker. They make participants less likely 
to join and more hesitant to engage in interactions even if they are on 
board. Platforms have strong financial incentives to limit this sort of 
bad behavior. 

Of course, matchmakers lack some of the tools that governments 
use to deal with negative behavioral externalities. They can’t get 
warrants to inspect private property, interrogate participants, or put 
people in jail. What they can do is act swiftly in identifying problems 
and dealing with them. The City of Los Angeles took years to put 
Lindsay Lohan behind bars for more than a day, despite repeated 
arrests for drunk driving and other offenses. Facebook could just 
disable her account. 

Sometimes governments can’t do anything, and platforms have the 
only available recourse. When Lori Drew engaged in her reprehensible 
activity, there were no laws on the books against it in the state of 
Missouri where she lived.i3 A social network could at least try to 
monitor these kinds of actions and, if nothing else, ban the user for life. 
Indeed, government laws and regulations may be so ineffective at 
dealing with bad behavior that they provide an opportunity for 
multisided platforms to create value by devising and enforcing rules. 


Follow the Rules 


That situation existed in England in the early 1700s, at the start of the 
Industrial Revolution. People had been trading shares of company 
stocks for many years and had more recently begun using option and 
futures contracts to speculate on future stock prices without actually 
buying shares.i4 The courts had decided that trading in options or 
futures was a form of gambling, however, and wouldn’t enforce those 


contracts.i5 In fact, in 1734, the British Parliament passed Sir John 
Barnard’s Act, which made trading options or futures illegal, though 
there doesn’t seem to have been much prosecution. 

According to Ranald Michie’s history of the London Stock 
Exchange, “it was ... left to the market participants themselves to 
create a code of conduct that enforced the conditions necessary for 
trade. Even without the legal impediments ... those who participated 
actively in the market would seek to find a solution to their own 
problems among themselves.”i6 Even though investors couldn’t use 
the courts to enforce options or futures contracts, there continued to be 
active trade in them throughout the 1700s. That would not have 
happened if fraud had been rampant. In order to maintain market 
activity, honest brokers worked hard to protect investors from 
fraudsters, with no help from the courts. 

Early in the eighteenth century, trade in stocks and related 
securities came to be concentrated in Jonathan’s Coffee House, near 
the commodities exchange. At first, brokers who had reneged on 
contracts were physically ejected from Jonathan’s. But as the market 
grew and Jonathan’s became more crowded, there was apparently no 
way to keep ejected brokers from returning later when no one was 
watching the door. In response, the leaders of the market wrote the 
names of fraudsters on a highly visible blackboard to warn investors 
and other brokers. 

During the rest of the century, leading brokers tried various ways of 
keeping fraudsters out so that they could offer investors an honest 
trading venue. After some time and several business models, they 
finally got it right on March 3, 1801. 

The London Stock Exchange opened that day, but only to members 
who paid a significant fee.17 The new exchange adopted a set of rules 
and regulations. According to Michie, “[aJdherence to these rules and 
regulations was monitored and adjudicated by a committee, including 
full-time administrative staff, and enforced by the threat of expulsion 
from the market.”is Most of the regulations focused on creating trust 
among members, particularly involving payment and delivery. As a late 
nineteenth-century treatise put it: 


[The London Stock Exchange’s] main objects appear to be the 
easy and expeditious transaction of business, and the 
enforcement of fair dealing among its members. To these ends ... 
a set of results formed for the admission and expulsion of 
members, and for the control of their conduct both between 
themselves and towards the public.19 


Ever since, stock exchanges have adopted rules and regulations for 


ensuring that participants do not impose negative externalities by, for 
example, failing to fulfill their obligations or using opportunistic and 
nefarious methods for manipulating prices.20 

Multisided platforms adopt rules and regulations even when 
platform participants could turn to the courts. Some of them adopt very 
extensive rules to do so. BlaBlaCar, for instance, has a particularly 
detailed set of “Terms and Conditions,” violation of which is punishable 
by suspension or termination of membership.21 And eBay has a link on 
its home page to a “Rules & policies” page, which in turn provides links 
to detailed policies on various matters.22 According to the company, 
“Our policies are designed to create a safe and fair environment for all 
eBay members.” eBay prohibits everyone from using profanity, 
misrepresenting their identities, or trying to consummate transactions 
outside of eBay. 

eBay closely regulates transactions. It requires buyers to pay for 
items they commit to buy, prohibits them from bidding on things they 
don’t intend to buy, and allows them to retract bids only under specific 
circumstances. It prohibits buyers from manipulating prices; they aren’t 
supposed to help a seller by bidding the price up so that others will pay 
more. 

Sellers have to sign a contract with eBay that imposes even more 
restrictions on them. eBay prohibits them from failing to deliver a 
product they’ve sold, from posting false or misleading content, and 
from manipulating prices. They can’t sell some types of items on eBay 
including pornographic material, firearms, and counterfeit copies. 

Some matchmakers carefully guard the gate to the platform to 
ensure that participants who could harm others don’t get on board in 
the first place. As we noted earlier, any developer who wants to put an 
app on Apple’s App Store, which is the only way they can realistically 
get their app to iPhone users, has to follow an extensive set of rules 
and regulations.23 According to Apple, “[iJf your App doesn’t do 
something useful, unique or provide some form of lasting 
entertainment, or if your app is plain creepy, it may not be accepted.” 
(Apple also pulls apps that make it into the App Store if it decides later 
that they violate its rules.) 

The company points to the negative externality that bad apps 
create: “We have lots of serious developers who don’t want their 
quality Apps to be surrounded by amateur hour.” And so, “[i]f your App 
looks like it was cobbled together in a few days ... please brace 
yourself for rejection.” 

Deception is also out of bounds: “If you attempt to cheat the system 
(for example, by trying to trick the review process, steal data from 
users, copy another developer’s work, or manipulate the ratings) your 
Apps will be removed from the store and you will be expelled from the 


developer program.” 

Getting apps through the approval process is “more challenging 
than ever,” according to a blogger in charge of submitting apps for his 
company.24 He found that the top reason for rejection is that “your 
content is boring.” Apple responded to one submission by saying, “We 
found the experience your app provides is not sufficiently different from 
a web browsing experience, as it would be by incorporating native iOS 
functionality.” The second top reason is “your design/layout needs a 
facelift.” According to Apple, “Apple and our customers place a high 
value on simple, refined, creative, well-thought through interfaces.” 

Policing platforms, particularly sprawling global ones with millions of 
users, can require much effort. Internet-based multisided platforms 
have developed tools to help participants penalize members from 
engaging in bad behavior. The five-star rating system is common now 
and seems to be effective.25 Uber passengers and drivers can rate 
each other, for instance, as can passengers and drivers brought 
together for longer trips by BlaBlaCar. In all these cases, passengers 
can decline rides from drivers with low ratings, and drivers can decline 
to pick up passengers with low ratings. These ratings provide 
incentives for participants to follow the rules, provide good service, and 
behave well. 


Get Out and Stay Out 


Most nightclubs have a device for enforcing rules: the bouncer— 
usually a big muscular guy. He tosses people out—sometimes literally 
—if they violate the rules by grabbing women, pulling out a knife, or 
throwing bar stools. He’s also the guy who keeps out undesirable 
people. Given the potent mix of hormones and alcohol in many clubs, 
the bouncer provides the only way to maintain a nice environment 
where people want to socialize. 

Ejecting participants is the ultimate threat that enables 
matchmakers to enforce their rules and reduce bad behavior. Many 
platforms make sure they are in a position to do this. They, too, have a 
“bouncer’—which might be based on software rather than brawn—to 
exclude participants who could harm the platform community. 

OpenTable, for example, has a “no show” policy. Diners are 
required to cancel reservations they make through the platform at least 
thirty minutes in advance as a courtesy to restaurants.26 The company 
advises people about its list of terms and conditions, to which diners 
must agree in order to use its platform, that it will monitor their 
cancellation behavior. It will cancel their accounts if they don’t show up 


more than four times in a twelve-month period. 

Platforms don’t always choose to go to this extreme. Google, for 
example, imposes sanctions that usually stop short of permanent exile. 
In responding to a search request, its search engine gives more weight 
to websites to which many other websites link and that have keywords 
that are relevant to the particular request. It has rules, though, that 
prohibit websites from trying to inflate their rankings artificially. 
Websites aren’t supposed to use “link farms” that charge websites for 
providing link or “doorway” pages that trick web bots into thinking that 
the website has more relevant keywords than it actually does. 

In 2011, Google discovered that JCPenney was inserting keywords 
for its products in thousands of websites that linked back to 
jcpenney.com. This strategy catapulted the company’s products to the 
tops of many search results. As a penalty, Google punished the 
company by manually lowering search rankings for its products for 
about ninety days.27 While JCPenney had been the first result on the 
first search page when consumers searched for “Samsonite carry on 
luggage,” during the penalty phase, it fell to the seventh page.2s This 
penalty essentially knocked JCPenney off the search engine while it 
was in force, since hardly anyone ever goes that far down the search 
listings. That’s known in the website business as going to “Google 
Jail.”29 

Having the right rules and enforcing them can make all the 
difference for a multisided platform. But sometimes the right rules are 
not at all obvious. The back-to-back demise of the two largest social 
networking sites in the United States shows the importance of having 
rules about “friends” like the sultry Tila Tequila. 


Friendsters, Fakesters, and Fraudsters 


Early on, Friendster looked like it was going to own the social 
networking category. Launched in March 2002, it grew rapidly, signing 
on more than three million users by November 2003.30 Back then, 
most of the social networking sites were focused mainly on dating. But, 
as Jonathan Abrams, Friendster’s founder, put it, they were “too 
anonymous and creepy.’3i Users couldnt rely on the posted 
information about people. Abrams pointed out that “[w]ith JDate, a guy 
is almost bound to be twenty pounds heavier or twenty years older 
than he is in his photo.”32 

Friendster decided to take a different approach. “Were trying to 
make the process more accountable,” Abrams said.33 The idea was 
that people would link to friends of friends. “People will put a more 


accurate picture of themselves on Friendster because you know your 
friends will see it.”34 

Unfortunately, the new social network hadn’t anticipated that people 
would create fake profiles. The site was inundated with “fakesters” who 
made up fictional personas for themselves. According to Danah Boyd, 
a sociologist who has followed social networking from the beginning, 
“[flakesters were created for famous people, fictional characters, 
objects, places and locations, identity markers, concepts, animals, and 
communities.”35 

While some of these were amusing and lovable, they made it hard 
to use the site for serious social networking.36 Some of the fakesters 
attracted massive traffic, which congested the site’s limited server 
capacity. One of them was a young Vietnamese model, Thien Thanh 
Thi Nguyen, who called herself Tila Tequila. She attracted a large 
following in part by posting provocative photos of herself. 

Friendster decided to send the fakesters into permanent exile.37 But 
then, the fakesters organized themselves and attempted to reinsert 
their profiles. Friendster deleted Ms. Tequila’s account several times. 
The fakesters also sought revenge on Friendster by having fraudsters 
masquerade as real people. Friendster’s growth slowed considerably. 

During this time of turmoil, a new social network, MySpace, 
launched in August 2003.38 Its founders thought that Friendster was 
making a mistake in preventing people from having fake identities.39 It 
welcomed the fakesters. Tila Tequila and many others abandoned 
Friendster and joined MySpace.4o 

MySpace grew very quickly, overtook Friendster, and was one of 
the most heavily trafficked sites on the Internet and the largest social 
networking site in the mid-2000s.41 But its “Everything goes!” policy 
soon caused problems. It did not require or encourage people to 
provide reliable information. That attracted minors who lied about their 
ages, as well as child sex predators who sought them out. The site 
didn’t discourage people from having user pages with “partial nudity, 
obscenity, crude sexual jokes, and other objectionable content.”42 
MySpace gained a reputation as a “vortex of perversion.”43 It was like 
the red light district of the web. 

Nevertheless, a large number of people liked the risqué nature of 
MySpace. On the other hand, advertisers—who provided the principal 
source of revenue for MySpace—did not.44 They didn’t want to risk 
displaying their brands on pages with sordid content. MySpace 
resorted to using advertising networks to sell ads because it couldn't 
get major brands to buy space. Ad networks target people with ads 
based on what they know about those people and what they are 
looking at on the web page. Perhaps inevitably, many of the ads were 
for products and services that only advanced MySpace’s seedy 


reputation. 

Facebook, which started in February 2004, took a very different 
approach than either Friendster or MySpace. It adopted strict rules to 
prevent bad behavior, despite being started by and initially targeted to 
college students. Like Friendster, it focused on creating a platform for 
people to manage their relationships with friends. But Facebook 
required people to use their real identities. It initially limited access to 
the site to people with valid university e-mail accounts ending in “.edu,” 
starting with harvard.edu accounts. It then expanded to selected 
groups, including businesses with identifiable e-mail addresses. When 
it opened to the world in September 2006, Facebook had five hundred 
regional networks based on e-mail addresses that tied the users to 
known organizations.45 

This approach made it more difficult for people to use fake identities 
on Facebook. But it was still possible.46 The company deleted the 
pages of people, like Lindsay Lohan, who violated its policies. But, by 
the time it had to start doing this, virtually everyone on Facebook was 
real because of the e-mail policy, and it had established the vibe that 
Facebook was the social networking site for real people who wanted to 
stay close to their real friends. 

Facebook has also taken active steps to limit negative behavioral 
externalities on its site that would limit its appeal to new users and to 
advertisers who are considering inserting messages on its pages. Its 
terms of service prohibit various actions, including bullying, 
intimidating, or harassing any user; and posting content that is “hateful, 
threatening, or pornographic, incites violence; or contains nudity or 
graphic or gratuitous violence.”47 Newsweek called the Facebook 
employees in charge of this the “porn cops”: 


User Operations looks at all content that users say is harassing 
(via “report this” links spread liberally throughout the site) or that 
shows drugs, nudity or pornography. It also maintains an 
extensive “blacklist” of forbidden names that cannot be used to 
make new profiles, like Batman. Some of this monitoring is quite 
small beer: you’re not allowed to call someone a “jerk” on 
Facebook if someone reports it. Employees also vigorously 
enforce their “real-name culture.”48 


The treatment of negative behavioral externalities was a major 
factor in the rise and fall of Friendster, MySpace, and Facebook. 
Friendster had the right idea, but didn’t put enough attention into 
designing the system for imposing and enforcing rules. MySpace 
thought that rules didn’t matter. It was wrong. Even if people were 
happy coming to the site, advertisers weren't, and that strangled the 


money side of the platform. Bad behavior still happens on Facebook, 
just as it happens in every community. But this matchmaker with 1.55 
billion monthly active users as of September 30, 2015, has devised 
and developed a system of rules and an enforcement division to make 
it as nice as can be.49 

In this chapter and the preceding five chapters, we have taken a 
close look at some of the key decisions that multisided platform 
business must make. We now turn to the special challenges faced by 
platform pioneers and their investors. As they make the journey toward 
the critical mass frontier, how can they know whether they have made 
a wrong turn and need to adjust, whether they should abandon the trip, 
or whether they are about to cross the frontier into the growth zone? 
Let’s follow one of the most successful matchmakers of all time on a 
recent trek. 


Fizzle or Sizzle 


Making Smart Bets on New Matchmakers 


orty-three minutes into the Apple live event, on September 9, 


2014, after introducing the new iPhone 6, Tim Cook announced he 
was going to talk about an “entirely new category of service” for 
Apple.i A thick wallet with cash and cards sticking out appeared on the 
screen behind him. “Our vision is to replace this.” 

According to Cook, people in the United States “scramble” for their 
cards about 200 million times a day, and they “go through what is a 
fairly antiquated payment process.” A video showed a woman paying 
for some clothes. She fumbled for her plastic card in her pocketbook, 
presented it to the clerk, who then asked for identification. The clerk 
swiped the mag-stripe card through a clunky-looking terminal. Apple’s 
CEO noted that the widely used mag-stripe card was based on a fifty- 
year old technology, wasn’t secure, and was easy to lose.2 

Cook then unveiled Apple Pay. He showed the same woman paying 
for her clothes, but using her iPhone 6. She held up her phone to a 
small elegant device on the counter, and she was done. It was fast and 
simple. Cook showed it one more time, “in case you blinked and 
missed it.” “It's so cool,” he exclaimed before passing the microphone 
to Apple exec Eddy Cue to dive into the details. 

Six weeks later, on October 20, Apple turned on its new payment 
service. At the start of that day, not a single consumer had Apple Pay.3 
Users first had to activate it on their iPhone 6s. On the other side, most 
retailers didn’t have the devices they needed to process payments with 
it. Apple was facing the sort of chicken-and-egg problem that some 
matchmakers crack and see their businesses sizzle, and that most 
don’t, which makes them fizzle. The company needed to get both 
consumers and merchants on board and using the new service. Apple 
was no novice when it came to igniting multisided platform businesses. 


What were the odds that it would succeed? 

What we've learned about multisided platforms in the last six 
chapters—from friction to rules—helps predict whether any particular 
new matchmaker will fizzle or sizzle. This guidance can help investors, 
including entrepreneurs themselves, determine whether their bet on a 
new multisided platform will pay off and whether they will need to 
change course during their early days as they see how things unfold. 
Anyone who is thinking of partnering with a platform, or joining one, 
would also benefit from knowing how much of a chance that platform 
has. 


The Checklist 


Starting a new shopping mall or magazine is pretty cut and dried, even 
though both are matchmakers. So many of these businesses have 
been started that it is pretty clear what makes them work. Launching a 
successful mall or magazine might be hard, and the venture might fail, 
but at least there’s a well-known road map to follow. 

That’s not true for pioneers. They can’t look at how similar 
matchmakers cracked the chicken-and-egg problem, figured out the 
right pricing balance, or designed their platforms to solve the myriad of 
externality problems these sorts of businesses face. All Apple really 
knew when it designed its payment service was that the companies 
that had tried starting mobile payments in the United States—including 
Google and a joint venture of three of the four largest mobile carriers in 
the country—were struggling.4 

While there is no step-by-step guide for creating a successful 
multisided platform, we can at least come up with a checklist of things 
that a pioneering matchmaker should consider before it sets out—a list 
of key questions that it must answer. These questions aren’t only 
relevant for entrepreneurs. A platform pioneer usually has to persuade 
many people to share her vision, from family and partners in the new 
venture to employees, who risk being jobless if the start-up fails. She 
also has to convince desirable participants to invest in joining the 
platform. 

Platform pioneers are sometimes employees of large companies. 
They have to convince senior management, and sometimes the board 
of directors, that the platform can succeed. Microsoft employees had to 
persuade Bill Gates and others that it was worth investing in the Xbox.5 

Anyone who is on the other side of a would-be pioneer’s sales pitch 
should ask some tough questions, because as we’ve emphasized 
throughout, building a multisided platform business is fraught with 


danger. Most don’t take off. Perhaps that’s because their leaders make 
bad design decisions or because there is no way to crack this 
particular chicken-and-egg problem. Here are the six key questions we 
ask start-up matchmakers, particularly would-be pioneers, and 
recommend that you also use: 


1. What's the friction, how big is it, and who benefits from solving 
it? 


2. Does the platform design reduce this friction, balance the 
interests of participants on all sides, and do it better than other 
entrants? 


3. How hard is the ignition problem, and does the entrepreneur 
have a solid plan for achieving critical mass? 


4. Do the prices necessary for ignition and growth enable the 
platform to make money? 


5. How is the matchmaker going to work with others in the 
broader ecosystem, does it face related risks, and has it dealt 
with them? 


6. Is the entrepreneur ready to modify her design and ignition 
strategy quickly in response to market reactions? 


There’s a lot of meat behind these questions, meat that anyone 
quizzing a matchmaker entrepreneur, or an entrepreneur checking 
whether he has thought through what he is doing, should get into. 


What’s the friction, how big is it, and who benefits from solving 
it? Every successful matchmaker is formed in response to a significant 
friction that prevents market participants from getting together 
efficiently. Figuring out what those frictions are and how a multisided 
business can eliminate or substantially reduce them is the first and 
most important task for an aspiring platform pioneer. The bigger the 
friction, the greater the value the platform can potentially provide, the 
greater the opportunity for getting participants on board, and the 
greater the chance for the platform to make money. Knowing which 
type of participants benefits the most from eliminating that friction can 
guide decisions on ignition strategies as well as on pricing. 

Sometimes, as with OpenTable, the platform drastically reduces a 
clear market friction, and the issue is whether the friction is big enough 
to enable the platform to earn adequate revenue to cover all the costs 
of launching and running the platform. In other cases, the platform 


pioneer has identified a new way for participants to interact—one that 
no one recognized because there was no way to do it. People and 
restaurants were already making and taking reservations before 
OpenTable came along. People really weren’t sharing videos much 
before YouTube started. As a result, YouTube couldn’t be sure how 
much value it would provide by facilitating video sharing, since video 
sharing had been effectively impossible. It turned out that people really 
wanted to share videos when they could, and that YouTube eliminated 
a significant friction. 

As we've noted before, in our experience, the biggest mistake 
platform entrepreneurs make is to embrace the “if you build it, they will 
come” fallacy. No, they won’t, unless the platform solves a big problem 
for participants and unless the entrepreneur cracks the chicken-and- 
egg problem. Without a significant friction to address, no matter how 
great a platform’s technology, there is no case for investing. 


Does the platform design reduce this friction, balance the 
interests of participants on all sides, and do it better than other 
entrants? Unfortunately, the answer to this question is usually no. 
Looking carefully at how the platform is designed to reduce the friction 
it addresses can provide clues as to the likelihood of success. 

We saw that with YouTube. There were many entrants, from start- 
ups to giants, that had the same general idea about Internet video at 
about the same time. Few survived, and those that did are now puny 
next to YouTube. They all saw the friction; they just didn’t have a great 
way to reduce it. Maybe they chose bad designs or had the wrong 
pricing structure or didn’t figure out how to work with other actors in the 
broader ecosystem. 


How hard is the ignition problem, and does the entrepreneur have 
a solid plan for achieving critical mass? Just because it is possible 
to design a platform that could create great value if participants join 
doesn’t mean that it is possible to secure enough of a critical mass for 
that platform to ignite it. Unless she can figure out how to solve the 
critical mass problem, even an entrepreneur who has identified a 
significant friction and a platform design that could reduce it 
substantially won't succeed. 

A platform doesn’t generate any value for anyone unless the right 
participants join it and, until they do, the platform is a dud. Once a 
platform or any business gets a reputation for being a dud, it is hard to 
recover, particularly with impatient investors. Matchmaker novices 
often don’t recognize how difficult it is to solve this chicken-and-egg 
problem. The entrepreneur must be realistic about the challenges 


involved and have developed tactics for getting enough of the right 
participants, in the right proportions, on board before her money runs 
out or the platform’s reputation has been trashed because it hasn’t 
enabled enough interactions. 


Do prices necessary for ignition and growth enable the platform 
to make money? The answer to this question is related to the answer 
to the friction question. If a matchmaker generates enough value, the 
value pie will likely be big enough to get participants to join, to fund any 
subsidies necessary for getting the most desirable (marquee) 
participants, and to make money. If it requires substantial subsidies to 
get participants on one side to join, the entrepreneur should be able to 
explain why the participants on the other side are going to pay enough 
to both support those subsidies and generate a profit, and why the 
high prices necessary on the other side to cover costs won't limit the 
growth of the platform. 

This problem is easier for advertising-supported platforms, where 
there is a well-developed market for selling access to viewers. For 
those types of matchmakers, the entrepreneur just needs a convincing 
story about how the platform will secure the advertising revenue 
necessary to support the cost of creating the content or other platform 
features that attract those viewers. 


How is the matchmaker going to work with others in the broader 
ecosystem, does it face related risks, and has it dealt with them? 
The importance of the broader ecosystem varies across platform 
ventures. But unless the platform pioneer has examined what goes on 
outside the walls of her platform, she won’t know whether the platform 
and its participants depend on other members of the ecosystem, and 
whether those other members could get in the way of ignition and 
growth. Apple and Google were both very aware that the success of 
their smartphone operating systems depended on mobile carriers, and 
they each devised strategies to deal with them. Brightcove, which we 
discussed in chapter 5, had to ditch its plans for a multisided video 
platform in part because it hadn’t factored in how the complexities of 
the media ecosystem made it difficult to crack the chicken-and-egg 
problem. 


Is the entrepreneur ready to modify her design and ignition 
strategy quickly in response to market reactions? All businesses 
should learn from and respond to the market, of course. But doing so 
is especially critical for multisided platforms, which need to achieve 
balance on multiple dimensions. In particular, attaining critical mass is 


often such a hard problem that, in practice, plans that made sense at 
the start need to be adjusted in the face of evidence on how possible 
participants actually behave. When Chuck Templeton had trouble 
selling his reservation management system to restaurants reluctant to 
make large investments, he pivoted quickly to charging a small 
installation fee and a monthly rental fee for his system, and restaurants 
began signing up. Just like a skateboard rider, the would-be pioneering 
matchmaker has to make constant adjustments to its surroundings. 


Warning Signs 


The countdown begins after launching a multisided platform. Either the 
platform will reach critical mass before its time runs out and it will 
ignite, or it won't and it will implode. There’s no standard time limit for 
this race, but in our experience, platforms often make it in the first 
couple of years or they never do. They don’t have much time, simply 
because participants will stop coming if the platform doesn’t deliver for 
them. The platform will then lose value and will have difficulty attracting 
many new or former participants, as well as investors. 

During this ignition phase, the platform pioneer, as well as others 
who are invested in the success of the platform, can monitor 
movement to critical mass. Warning signs may suggest that the 
platform design needs to be tweaked or radically overhauled in order 
to secure ignition. 

If the platform has trouble early on attracting participants to one side 
or both sides and can’t even get the early adopters who are willing to 
try almost anything, it is in trouble. When YouTube launched its 
platform, not much happened. That led the founders to redesign their 
video-sharing site. If a platform has trouble persuading marquee 
players—those essential for getting to critical mass—to join, something 
needs to be done. Once it had gotten some experience in San 
Francisco and Chicago, OpenTable went to great lengths to sign up 
the marquee restaurants in each new city. Its investors should have 
slept better when the most popular restaurants signed on, just as they 
should have worried greatly if those restaurants wouldn’t. 

Diagnosing when a platform is close to being dead in the water at 
the outset may be fairly easy, though the cure may not be obvious. But 
once the platform starts getting participants and activity increases, it 
becomes much trickier to figure out whether growth is fast enough to 
reach critical mass before time runs out. The entrepreneur and those 
invested in the platform should be concerned if the number of 
participants on both sides and the amount of activity on the platform 


aren't accelerating. Another symptom of serious problems is that early 
adopters are defecting because they have concluded there isn’t 
enough value for them to stick around. The failure to close deals with 
marquee players provides an additional warning signal. If a platform 
isn’t growing momentum behind it, it’s probably in trouble. 

After a year or two, most matchmakers should see an inflection 
point where there’s a sharp acceleration in growth and the platform 
feels as if it is “taking off.” If the platform is still struggling to get critical 
mass after this much time, then it faces a serious risk of an imminent 
fizzle. OpenTable’s investors encountered this problem after almost 
three years. They were burning through a lot of money and decided to 
radically, and successfully, change the company’s ignition strategy. 
They switched from “grabbing all the eyeballs” (sign up lots of 
restaurants) to a “go narrow/go deep” approach (first create thick 
markets in a few cities). 

More often, in our experience, if a platform hasn't ignited after a 
couple of years, either it implodes as participants drop off because 
there’s not enough value, or investment capital dries up in the face of 
uncertainty over whether the platform will ever succeed. When eBay 
attempted to expand its business into China, it had trouble attracting 
enough retailers and buyers to interest either side, and it had to give 
up its expansion plans. 


Apple Pay Organizes Support 


In 2014, there was a well-developed ecosystem for consumer 
payments in the United States. Along with cash and checks, there 
were credit and debit cards.c The average person over the age of 18 
had 2.4 cards. Many merchants accepted these cards; consumers 
could pay with them at millions of locations.7 Americans used them a 
lot, as Tim Cook pointed out: more than 200 million times a day for a 
total of $4 trillion of purchases a year.s 

Debit and credit cards involve three major groups of businesses in 
the United States and many developed countries. 

First, there are four major card networks that ultimately make it 
possible for consumers to pay with a card and for merchants to receive 
payment. MasterCard and Visa work with banks to issue the cards and 
with banks and other companies to service merchants. American 
Express and Discover issue cards themselves and usually work with 
consumers and merchants directly. 

Second, in the United States, there are more than ten thousand 
commercial banks, savings banks, and credit unions. Most Americans 


have their checking accounts with one of these financial institutions. 
Almost everyone gets his or her debit card from one of them. The 
larger banks also issue credit cards. 

Third, a variety of companies like First Data Corporation and Vantiv 
work with merchants to accept payments, provide point-of-sale 
terminals for cards, and process payments. Smaller merchants usually 
rely on one company that provides them with everything they need. 
Larger merchants with multiple locations often work with several 
different providers. 

Apple decided to work closely with the card networks and banks for 
its Apple Pay network, and all of the major networks except Discover 
were on board when Apple Pay launched. To set up Apple Pay, 
consumers use one of their existing credit or debit cards that is 
associated with one of those networks. Apple wanted to make it easy 
for consumers to load their cards into the system and developed a way 
for users to sign on by taking a picture of their card. They worked with 
banks to do the rest of the work to get the card into their system. The 
banks agreed to pay Apple 0.15 percent of the value of transactions on 
their cards done through Apple Pay (15 cents for every $100).9 

Apple, the card networks, and many of the large banks worked 
together to promote Apple Pay. The large banks agreed to promote it 
to their users, and Visa, MasterCard, and American Express promoted 
it as well. This meant that from the beginning, Apple had much of the 
payment card ecosystem organized around its new payment method 
and invested in its success. 

The card networks and the large banks were behind Apple Pay for 
at least three reasons. They believed that people would switch from 
paying with cash to paying with cards if they could use mobile phones 
to pay conveniently. They were also concerned that the other mobile 
payment schemes under development that bypassed payment card 
networks and thus would compete with payment cards could take off. 
Finally, the banks, widely viewed as boring while also being blamed for 
the financial crisis, liked being associated with the cool, innovative 
Apple brand. 10 


Apple Pay’s First Year 


Not just anyone could use Apple Pay when it launched on October 20, 
2014. Users had to have the new iPhone 6. Older models didn’t have a 
“near-field communication” (NFC) chip that made it possible for people 
to just wave their phones near a terminal. And iPhone 6 owners 
couldn't just use it anywhere they could use cards. They could only 


use it if the merchant had a terminal that could read wireless signals 
from NFC chips. 

Luckily for Apple, the new iPhones sold very well. Around 29 million 
people in the United States had either an iPhone 6 or an iPhone 6 Plus 
by the end of 2014, and more than 70 million people had them by the 
end of September 2015.11 That is, around 15 percent of Americans 
between the ages of eighteen and sixty-five had an iPhone 6 by the 
end of 2014 and 35 percent by September 2015.12 Almost all those 
people had a payment card and could activate Apple Pay if they 
wanted.13 

At the time of Apple Pay’s launch, however, most merchants didn’t 
have terminals that could accept it. Very large retailers were most 
likely to have the terminals because many were in the process of 
upgrading as a result of security and other issues. But, of the top one 
hundred retailers and restaurants in the country, a group that accounts 
for 36.5 percent of sales for the retail industries, including restaurants, 
only ten had terminals that could take Apple Pay. That group 
accounted for 10.7 percent of sales made by the top one hundred 
retailers, and therefore 3.9 percent of all retail sales.14 The retailers 
that were not among these very large retailers, and that collectively 
accounted for the remaining 63.5 percent of all retail sales, were less 
likely to have Terminals that took NFC. The millions of small merchants 
—the mom-and-pops—were especially unlikely to have them.i5 “The 
truth is, today, no one uses NFC,” according to an executive at a 
company that provides payment technology to merchants, speaking in 
the early fall of 2014.16 

As a result, when consumers shopped, they found that they couldn’t 
use Apple Pay at most places they went. One reporter who tried found, 
“For now, though, contactless payments feel like a novelty. Among the 
retailers | visited that didn’t take Apple Pay were Best Buy, Walmart, 
the local Ace Hardware store, Dollar Tree, the US Post Office, 
Safeway, An-Jan pet store, O’Reilly Auto Parts, and Taco Bell.”17 

Apple adopted a “go broad/go shallow” strategy. It covered the 
entire country. But within any geographic area, the company’s choice 
of technology limited the number of people who could use Apple Pay, 
because they needed new iPhones, and limited the number of 
merchants that could accept it, because most needed new terminals. 
Apple ended up with many thin markets but no thick ones. 

Early on, there were signs of trouble. About a month after Apple Pay 
launched, it was Black Friday in the United States—the day after 
Thanksgiving when shoppers usually go in droves to the stores to 
begin the holiday shopping season. Many people had already bought 
new iPhones and were carrying them that day.18 Hardly any of them 
used Apple Pay when they bought something at stores that took it. 


As of Black Friday, November 28, 2014, only 9.1 percent of the 
iPhone 6 users had installed Apple Pay on their phones.i9 And even 
this small fraction of early adopters weren’t that active. About half (50.5 
percent) didn’t use it when they were at a terminal that accepted it 
during their shopping that day. For a typical transaction at a terminal 
that took Apple Pay, only one out of twenty iPhone 6 users (4.6 
percent, which is 50.5 percent of the 9.1 percent who had it) who could 
have adopted Apple Pay and used it, did so. That low usage wasn’t 
because they didn’t know whether the merchant took Apple Pay. Many 
merchants that took Apple Pay highlighted the fact that they accepted 
it. Their terminals usually had the Apple Pay logo on them, indicating 
that it, along with other payment methods, was accepted. 

Nonetheless, the news wasn’t all bad for Apple. Many of the people 
who had tried Apple Pay were enthusiastic about it. Only 1.8 percent 
said it was difficult to use, and only 14 percent claimed it was 
confusing, while 52.6 percent said it was amazing and easy to use. Of 
the latter group, 42.1 percent said they would use Apple Pay “every 
chance | get,” and another 35.1 percent would do so “when | 
remember that | can.” These early adopters were quite satisfied. 

Over the next year, the number of people with new iPhones that 
could use Apple Pay increased dramatically. But the percentage of 
people who had ever tried Apple Pay didn’t increase much. In October 
2015, a year after the launch of Apple Pay, only 16.6 percent of people 
with an iPhone 6 had ever tried it. More alarming for Apple, the 
percentage of people who used it when they could had plummeted 
from 50.5 percent in November 2014 to 30.7 percent in October 2015. 
A year after launch, out of 100 users, about 17 had ever tried it and out 
of those 17 just 5 used it when they could.20 

Over the course of the year more people got the new iPhone model 
so that more people in total had Apple Pay set up on their phones and 
used it when they could. The number of people who probably had 
Apple Pay on their phones increased from roughly 2.7 million in 
November 2014 to 11.7 million in October 2015.21 As a result, the 
likelihood that an American adult would use Apple Pay at a terminal 
that accepted Apple Pay increased from 0.7 percent in November 
2014 to 1.8 percent in October 2015.22 

When it planned Apple Pay, the company had reasons to believe 
that more retailers would have the slick NFC terminals that Tim Cook 
showed at the September 2014 announcement. The payment card 
networks in the United States had told merchants that to reduce fraud, 
they had to install terminals that took “chip-and-pin” cards in addition to 
mag-stripe cards. If they didn’t install those terminals by October 1, 
2015, the merchant, rather than the card issuer, would bear the cost of 
fraud. Very large merchants installed the new terminals because of this 


liability shift and because of fraud concerns. The chip-and-pin 
terminals, also Known as EMV terminals, generally have the capability 
of taking contactless payments. So if a merchant has a chip-and-pin 
terminal, it can generally turn on NFC. 

However, installing these chip-and-pin terminals and redesigning 
computer systems and business processes to accommodate them is 
costly. In addition, it is more cumbersome to dip a card into a chip-and- 
pin reader—you have to stick the card in and then wait for the 
transaction to be approved before taking it out—than to swipe. Many 
merchants have weighed the costs of making the switch against the 
cost of fraud and decided not to upgrade for now. Then, many of the 
merchants that have installed chip-and-pin terminals have decided not 
to turn on NFC because doing so would further increase cost and 
inconvenience. Apple, however, might have banked on the prospect of 
consumers coming in and wanting to use Apple Pay to tilt the calculus 
in favor of spending money on the modern terminals and flipping on 
NFC. 

By October 2015, although the situation at merchants had improved 
for Apple Pay, most still didn’t have terminals that could take 
contactless payments. Twenty-three of the top one hundred retailers, 
including restaurants, accounting for 19.8 percent of sales of the top 
one hundred, had made NFC terminals available to customers.23 But 
the very large retailers that can take Apple Pay only accounted for 7.2 
percent (0.365 x 0.198) of retail and restaurant sales. Except for these 
mega retailers, NFC is far less common. And so far, the prospect of 
taking Apple Pay has not resulted in a rapid movement toward making 
NFC terminals available at the point of sale. 

Although hard data is not available, the fraction of retail sales that 
takes place at terminals that can take Apple Pay was probably 
somewhere around 10 percent in October 2015. Apple Pay accounted 
for about 1.8 percent of the value of transactions at those terminals 
that month. It therefore accounted for about .18 percent—18 out of 
10,000—of all card-based transactions at retail stores after a year. 


Apple Pay Diagnosis, One Year In 


It was apparent in the two back-to-back videos that Tim Cook showed 
on September 9, 2014, that Apple would face challenges in igniting its 
new mobile payment service. The first video suggested that there was 
a significant friction paying with plastic cards at the point of sale. The 
woman in the video had to dig into her pocketbook to find her card. 
Then the clerk insisted on identification. The clerk swiped the card 


twice, apparently because it didn’t work the first time. 

Most people in the United States don’t, in fact, have this sort of 
experience. They know where their cards are. Merchants seldom ask 
for identification, especially when people use their debit cards with a 
PIN. For smaller transactions, merchants just swipe the card. They 
don’t require a PIN or even a signature.24 It is really fast. Even for 
larger transactions, clerks and customers make card transactions so 
often that they get it done pretty quickly. Apple Pay therefore doesn’t 
appear to reduce a significant friction for most card users or 
merchants. 

The second video shows how the design of the Apple Pay made it 
difficult to solve the chicken-and-egg problem. For Apple Pay to work, 
the shopper needed to have not just a smartphone, and not just an 
iPhone, but a new iPhone—the iPhone 6. That design decision 
resulted in about 65 percent of American adults being unable to use 
Apple Pay almost a year after it was launched.25 

The department store also had to have decided to switch to the new 
terminal technology. Given that installing and integrating the new 
terminals into its payment processing systems would take some time, 
that design decision resulted in Americans being unable to use Apple 
Pay at 77 percent of the one hundred largest retailers in the country 
and at an even higher percent of smaller ones one year after the 
launch of Apple Pay. 

The consumer and merchant both needed new technology because 
Apple decided to use NFC in its Apple Pay program. And on launch, 
Apple Pay didn’t attract enough devoted users to persuade merchants 
they needed to invest in new terminals or in altering their checkout 
process. One large retailer noted in June 2015 that “the company 
hasn’t adopted Apple Pay ... because not even a ‘small percentage’ of 
its customers have asked for it.”26 This lack of consumer interest 
limited the positive feedback between the two sides of the Apple Pay 
platform and prevented the “cool” new payment method from gaining 
momentum. Apple Pay had difficulty getting to critical mass. 

Starbucks, by contrast, launched a mobile payment app in 2011 for 
use in its stores. A “quick response” or “QR” code, which carried the 
consumer’s payment credentials, appeared on the smartphone screen 
when consumers went to pay. This worked with all major smartphones. 
Consumers pointed the phone at a QR code reader at the checkout 
counter at Starbucks. Virtually all Starbucks shops already had one of 
these.27 By the end of its first year, more than 2 percent of the 
transactions at Starbucks were made using its smartphone app. That 
had increased to 16 percent by 2014.28 

Apple Pay could still ignite. Merchants are gradually installing new 
point-of-sale terminals that have the capability of accepting NFC. That 


will reduce the cost to merchants of adopting Apple Pay, although they 
will still need to decide to turn on that technology. Greater merchant 
acceptance of Apple Pay could stimulate more consumer adoption and 
use over time. Meanwhile, as iPhone users gradually replace their old 
iPhones with new ones, the number of consumers that could use 
Apple Pay will increase. In several years, then, a much larger portion 
of Americans will be able to use Apple Pay, and they will be able to do 
that at a much larger portion of merchants. Over time, positive 
feedback effects could kick in and get consumers and merchants more 
interested in Apple Pay. 

Apple could also change its strategy. It could take steps to increase 
positive feedback effects and enhance the likelihood of ignition. It 
could, for example, develop additional features for Apple Pay that 
address more substantial frictions than just paying at the point of sale. 
It could also give retailers incentives to make NFC terminals available 
to consumers. Apple could also move to QR codes or some other 
approach that increases the portion of merchants that could accept it. 
Samsung Pay, which was available on Samsung 6 phones as of 
September 2015, has technology that enables people to use it at older 
mag-stripe terminals. 

Unlike most platform pioneers, Apple Pay has a large enough bank 
account and a strong enough reputation to weather a slow ignition 
phase and eventually reach critical mass. OpenTable took about six 
years to get off the ground, and its patient investors stood by its side. 
Apple could certainly stay the course, too. On the other hand, Apple 
faces the risk that another player will come in and introduce a mobile 
payment solution that will ignite quickly. Therefore, if we were investors 
in Apple Pay, which we aren’t, we wouldn't necessarily write it off, but 
we would be quite concerned. Given Apple’s strategy and the results 
to date, we also wouldn't advise other mobile payments entrepreneurs 
to give up. Clearly, the game’s not over here. 

No multisided platform is guaranteed real success, even with a big 
bank account and persistence, if it isn’t solving a big enough problem. 
The flip side of that proposition, though, is that a matchmaker can grow 
explosively if it succeeds in eliminating a big enough friction. On the 
day that Tim Cook announced the launch of Apple Pay in September 
2014, about ten thousand miles southeast of San Francisco, in Kenya, 
most people were already using mobile phones to send and receive 
money. That was thanks to platform pioneer that figured out how to 
secure fast ignition and, in doing so, leapfrogged traditional banking 
and payments. 


Creation, Destruction, and Transformation 


Moving Money 


How a Matchmaker Leapfrogged Banking 
and Brought Financial Inclusion to an 
Impoverished Country 


n 2006, Kenya was one of the poorest countries in the world. GDP 


per capita was only $2,156, about 5 percent of that in the United 
States.1 Travel around the country was difficult, expensive, and 
dangerous.2 There were only 558 bank branches in this entire country 
of 36.3 million people, placing it 164 of 203 countries ranked by the 
World Bank.3 Only one in seven people had a bank account, and for 
those who did, it was often too expensive to use frequently.4 

Many households were separated over long distances. Often, a 
husband or son moved to Nairobi or another city, while the wife or 
parents stayed behind in rural areas. Family members typically had to 
work multiple jobs just to survive. Those in rural areas often farmed or 
raised cattle but depended on money from their urban relatives to 
make ends meet.5 They faced a constant challenge of moving cash, 
Kenyan shillings, across the country, a process that was fraught with 
frictions. 

People traveled, on average, about 200 kilometers (124 miles) to 
deliver or pick up cash, or relied on friends or family to make the 
journey.c That was expensive, time consuming, and treacherous. 
Some used bus companies or taxis to bring the cash from city to 
village, but trusting a third party was also risky. The driver might steal 
the cash or might be robbed along the way. 

Less than ten years later, in 2014, more than 84 percent of Kenyan 
mobile phone users, including many of the very poor, were able to use 
their mobile phones to transfer money to each other, to pay their bills, 
and to pay at stores.7 People can now also use new financial services 


available through their mobile money accounts to save money and 
take out loans, and many do.s Increasingly, stores are accepting 
mobile money for payment. 

The way this happened in Kenya is a remarkable story of how a 
company figured out how to ignite a multisided platform in trying 
circumstances, to massively reduce important market frictions, and to 
provide financial services to millions of impoverished people. And it is 
a story of how multisided platforms—M-PESA and other mobile money 
schemes that have started in Kenya and elsewhere—are leapfrogging 
traditional industries. Kenyans don’t need to rely on banks for many 
financial services. And while it is too soon to tell, Kenyan merchants 
and consumers may end up using mobile money instead of traditional 
payment cards and point-of-sale equipment. 


The Birth of a Platform 


The first mobile network operators entered Kenya in the mid-1990s at 
a time when few people had landlines. One of them, Safaricom, was 
operated by Telkom Kenya, then the monopoly landline phone system 
in the country. Vodafone, based in the United Kingdom, took over its 
management in 2000 and acquired a 40 percent equity stake. 

Over the next decade, Safaricom and its smaller rivals installed cell 
towers throughout the country, developed 2G networks that provided 
phone service but not Internet connections, and enrolled subscribers. 
By 2006, about 7.3 million Kenyans, out of an adult population (fifteen 
years and older) of about 20.7 million, had mobile phone subscriptions. 
About 73 percent of those used Safaricom.9 

In the early 2000s, Vodafone was looking into ways to use mobile 
phones to bring financial services to people who didn’t have ready 
access to bank accounts. In its exploratory work in Kenya, it found that 
moving money between people was a major problem. In collaboration 
with Safaricom, Vodafone began working to develop a multisided 
platform to solve this problem. 

Since smartphones weren’t available in Kenya at the time, 
Vodafone developed a mobile money platform that would enable 
people to use their feature phones to send and receive “e-money.” The 
e-money reflected debits to the sender’s account and credits to the 
receivers account. The system puts account details onto the phone 
subscriber's SIM card and uses SMS to transmit the details of the 
transactions between phones. Safaricom adopted this mobile money 
platform for Kenya. Using the Swahili word for money, pesa, it called 
the mobile money platform M-PESA and set it up as a subsidiary of 


Safaricom. 

M-PESA needed more than this technology, though. Kenyans 
needed a way to exchange cash for e-money that they could send, and 
M-PESA had to figure out a way they could exchange e-money for 
cash at the other end, since that’s what they needed to pay for virtually 
everything. That required a network of physical locations where people 
could put cash in to the mobile money system and take cash out. 

Building a network of specialized cash-in and cash-out (CICO) 
agents that would cover the country, particularly its rural areas, was 
unattractive to M-PESA for the same reason that banks found it 
uneconomical to build many rural branches: volumes would be too low 
at many locations to cover fixed costs. M-PESA had to attract a 
network of physical CICO agents that had already established 
businesses generating revenue streams that could help cover fixed 
costs. 

Thus, M-PESA had to develop two intersecting two-sided platforms 
and get both sides of both platforms on board. It needed a mobile- 
money platform to send and receive e-money, and it had to get both 
senders and receivers on board that platform. It also had to attract a 
CICO network of physical agents, some of whom would mainly convert 
cash into e-money and some of whom would mainly convert e-money 
into cash. It had to solve two chicken-and-egg puzzles. 


How It Works 


A Safaricom subscriber needs to go to a CICO agent to set up an M- 
PESA account. The CICO agents are typically small shops, gas 
stations, bank branches, or post offices that offer these services as 
part of their businesses and that can thus make a profit on relatively 
small volumes of M-PESA transactions.10 The agent records personal 
information about the subscriber, replaces the SIM card in the 
subscriber’s phone, and provides him a PIN for accessing the account. 
To obtain e-money for his account, the subscriber hands cash over to 
the agent, and the agent uses the M-PESA system to deposit e-money 
in his account. 

To send e-money, the subscriber needs to type in the mobile phone 
number of the recipient, the amount of money he wants to send, and 
his own PIN. The recipient gets the money in her e-money account 
almost instantly. The recipient can then go to a CICO agent to 
withdraw the money in cash. She enters the agents number, the 
amount of the withdrawal, and her PIN. The agent uses the M-PESA 
system to reduce the balance in the recipient’s e-money account and 


gives her the withdrawal amount in cash. Meanwhile, the sender’s e- 
money account is debited. Both the sender and receiver get SMS 
receipts for these transactions. 

M-PESA receives and pays various fees during this process. While 
the company doesn’t charge the sender anything to put money into his 
account, it charges a fee to send money and another to receive it. M- 
PESA pays the CICO agents a commission for each new customer 
they sign up and for cash-in and cash-out transactions. 


The Start-Up Problem 


The M-PESA system sounds great, just as OpenTable and other 
successful multisided platforms do, with twenty-twenty hindsight. But a 
moment's reflection reveals just how difficult it was to get this mobile 
money platform off the ground. 

Suppose a young man working in Nairobi signs up for M-PESA so 
he can send money to his parents. The service is worthless to him 
unless his parents are willing to use the service. One might think that 
getting recipients on board would be easy, but in practice, it wasn't. 
And, as we saw for YouTube, the need to get both sides on board in 
order to make the platform valuable for either one—the chicken-and- 
egg problem—is the key reason two-sided platforms are generally 
harder to get off the ground than single-sided firms. 

While some people are mainly senders and others are mainly 
receivers, most people probably use the M-PESA system both to send 
and to receive money. Thus, senders and receivers aren’t groups of 
different people; they are people playing different roles at different 
times. When playing different roles, the same person or business may 
care about different aspects of the system and may be more or less 
willing to pay to use it. A student working part-time in Nairobi may 
regularly send his parents—farmers in a rural village—money for 
groceries, for instance, and they may occasionally send him money on 
special occasions. Similarly, most M-PESA agents both get and give 
out cash, even though some do more cash-in and others do more 
cash-out. 

The need for cash-in and cash-out outlets compounded the M- 
PESA start-up problem. Senders can’t use the platform if they can’t put 
cash in, and receivers won't use the platform if they can’t get cash out. 
So the mobile money platform would be dead in the water without 
physical agents. But moving cash to and from rural areas is costly, and 
holding it in anticipation of withdrawals has both costs and risks. Since 
M-PESA pays agents only for transactions, a shop needs to make sure 


there is enough demand from senders and receivers before it signs up 
to be an agent. 

As a result, this multisided platform works in practice only if there 
are enough senders and receivers transferring money between each 
other and enough agents who are providing cash-in and cash-out 
services where these senders and receivers are located. 

How this multisided platform could get anyone to sign on is not at all 
obvious. Senders won’t sign on without receivers; neither will sign on 
without agents; and agents won't sign on without senders and 
receivers moving money. The amazing thing about pioneering 
multisided platforms like M-PESA is that they figured out how to solve 
this difficult coordination problem. 


M-PESA’s Balancing Act 


Because so many stores in Kenya were already working with 
Safaricom to sell airtime along with other products, M-PESA was able 
to leverage those stores for its new service. That required deciding on 
a compensation system, selecting and recruiting stores, training their 
personnel, and supervising them. It also required convincing potential 
agents that when M-PESA launched, they would have enough 
customers to make investing in the business worthwhile. 

At its launch in 2007, M-PESA had signed up 307 shops and other 
agents. It made sure that they were represented in all of Kenya’s 
seventy district headquarters, so that most people would be 
reasonably close to a CICO agent where they could buy e-money and 
cash it in. 

In setting up the CICO network and expanding it, M-PESA had to 
balance two conflicting forces. Senders and receivers would value 
having more agents nearby. That argued for recruiting more agents 
and increasing the density of stores throughout the country. But if there 
were too many CICO agents in a given area, they would compete for 
the same customers, reducing profits from being an agent. That’s the 
direct negative externality problem we introduced in chapier 2, and it 
gave rise here to the sort of balancing problem that matchmakers 
regularly confront. 

Given the number of senders and receivers on the e-money 
platform, M-PESA needed to ensure that there were enough 
customers per store to make the business potentially profitable for all. 
Stores that found the M-PESA business not worth the trouble would 
likely either drop it or devote little effort to it, annoying senders and 
receivers in both cases. When M-PESA launched in March 2007, there 


were roughly 68 registered users per agent, and by the end of the year 
there were more than 850.11 

M-PESA chose to expand the number of agents in tandem with the 
growth in senders and receivers, which ensured that stores had 
sufficient incentives to join and stay on the CICO network. Of course, it 
also ensured that the stores could receive transaction fees that were 
high enough to make it worthwhile for the stores to devote attention to 
M-PESA customers. 

Some Kenyans were more often senders, and others were more 
often receivers. To get a significant volume of transactions flowing 
through its system, M-PESA needed both kinds of people. That 
required another balancing act, some aspects of which we’ve seen 
several times. Given the internal migration and employment patterns in 
Kenya, senders were disproportionately located in the urban areas, 
and receivers were disproportionately located in the rural areas. To 
make sure both types of customers were on board, M-PESA made 
sure it had agents who could register people and provide both cash-in 
and cash-out services throughout the country, including the important 
rural areas. 

M-PESA adopted a pricing model that would encourage senders to 
recruit receivers. It was possible to send e-money to anyone in the 
country who had a mobile phone number. But the mobile money 
platform made it much more expensive for registered users to send 
money to people who were not also registered users. For example, it 
cost 30 Kenyan shillings (KShs) to send KShs 35,000 to a registered 
user and it cost KShs 400 to send that same amount to an 
unregistered person.i2 That price structure provided strong incentives 
for senders to persuade those to whom they wanted to send money to 
register for M-PESA. Table 11-1 summarizes M-PESA’s fees as of 
2009.13 


TABLE 11-1 


20,001 35,000 400 


Withdraw cash by 100 2,500 25 

registered 

M-PESA user at M- 2,501 5,000 45 

PESA 

agent outlet 5,001 10,000 75 
10,001 20,000 145 
20,001 35,000 170 

Withdraw cash by 200 2,500 30 

registered 

M-PESA user at 2,501 5,000 60 

PesaPoint 

ATM 5,001 10,000 100 
10,001 20,000 175 

Withdraw cash by 100 35,000 0 

nonregistered M- 

PESA user 

Buy airtime (for self 20 10,000 0 

or other) 


Platform Ignition 


When M-PESA opened its doors in March 2007, it had some members 
of all sides on board. An intense marketing campaign had persuaded 
people to register for M-PESA accounts, and it had successfully 
recruited CICO agents across the country. It had solved the initial 
coordination problem. Yet that did not guarantee its success. 

M-PESA tried to get people to subscribe by emphasizing how the 
platform could solve a single major friction for them. It focused on 
“Send Money Home.” Its award-winning commercial shows a young 
man in a suit and tie at his desk at work.i4 He picks up his mobile 
phone and selects “M-PESA” and then “Send Money” from the menus. 
The commercial then shows Kenyan shillings shooting out of the 
phone and landing in the apron of a woman who could be his mother, 
working on a farm. She pulls out her phone, which says she has 
received KShs 1,000 from John on June 3, 2007. The voice-over is 
“You can send pesa fast and safe using Safaricom’s new service.” 

Several charts reveal how M-PESA did during these dangerous 
early months. Figure 11-1 shows the number of registered users and 
the value of transfers that took place over the thirty-six months from 
the service’s launch in March 2007 to February 2010.15 The number of 
registered users increased dramatically during this period and, in 
parallel, so did the value of transactions on the e-money platform. 


FIGURE 11-1 
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percent and to receive short-term loans of between KShs 100—20,000 
($1.15-$230), payable within thirty days, at an interest rate of 7.5 
percent. By early 2015, the Commercial Bank had lent KShs 24 billion 
($271 million). In early 2015, the KCB Bank Group launched a program 
in partnership with M-PESA. This program allowed users to access 
loans of between KShs 50 and KShs 1 million ($0.565—$11,300), due 
in one to six months, at interest rates between 4 percent and 12 
percent. 

M-PESA and the other mobile money schemes replace many of the 
services that traditional banks would provide. People can use mobile 
money as they would a depository account. They can obtain access to 
that account through CICO agents instead of bank branches. And they 
can get various financial services through their mobile money account. 
Although the mobile money schemes collaborate with banks for some 
things, they make banks irrelevant for many other things. 

M-PESA, on its own, introduced a payments system in mid-2013. 
Lipa Na M-PESA enables brick-and-mortar merchants to receive 
payments from M-PESA users (Lipa Na means “pay with” in Swahili). 
Merchants establish an account and get a till number. When a shopper 
wants to make a purchase, she enters the till number provided by the 
merchant on her phone and goes through a set of prompts to authorize 
the debit from her e-money wallet. After the transaction is complete, M- 
PESA sends a confirmation message to both merchant and 
customer.20 M-PESA then credits the merchant account. 

Merchants constitute yet another side of the M-PESA platform. As 
of December 2014, more than thirty-two thousand merchants had 
signed up for Lipa Na M-PESA. This mobile payments service could 
possibly leapfrog traditional payment cards in Kenya and eliminate the 
need to install point-of-sale terminals around the country. Since people 
already have mobile money, and many don’t have access to banks, 
there is seemingly not much room for debit cards. Most merchants 
have the ability to accept payment using mobile phones, so why would 
they want to buy the expensive physical point-of-sale terminals that are 
used in countries where most consumers use cards? 

As of late 2015, M-PESA consisted of four intersecting two-sided 
platforms: (1) a sender-receiver money-transfer platform; (2) a 
registered user-—CICO agent platform; (3) a financial services-to- 
registered-user platform; and (4) a registered merchant-registered 
user platform. All four platforms intersect with the registered user, who 
relies on her phone to interact with all the other sides. 


Africa Rising 


M-PESA has shown the way for countries in the rest of Africa to bring 
financial services to people across the income spectrum, from the 
poorest rural farmer to rich urban executives. Mobile money schemes 
have started in thirty-seven of fifty-four African countries.21 So far, 
though, in only eight nations, shown in Table 11-2, have these 
schemes cracked the chicken-and-egg problem and obtained 
significant growth and penetration.22 Others are sure to follow, though, 
since M-PESA, as a pioneering platform, has shown a way to do it 
successfully and has demonstrated that successful mobile money 
schemes can speed up economic development by leapfrogging 
traditional banking and payment cards. 


TABLE 11-2 


and risks—and have provided an economic model that delivers a much 
lower cost of service than banks are able to offer. 

The mobile money platforms have drastically reduced the amount of 
time and money that people have to spend moving cash. Those 
transfers are an absolute necessity for dispersed households in which 
part of the family, often women, back in a village can’t support 
themselves. They have made families less susceptible to income 
shocks. One study found that the use of M-PESA enabled Kenyan 
families to maintain consumption in the face of negative income 
shocks, while those who didn’t use this money transfer service saw 
household consumption decline by 7 percent when shocks hit.23 
Mobile money has also increased the circulation of cash, enabled 
many to borrow and save, and increased household liquidity. While 
there are no studies yet documenting the impact of these services on 
economic development, it would be surprising if the impact were not 
significant. 

Mobile money platforms cannot counter the violence and political 
instability that still holds African countries back. But, by providing a 
faster and more secure way of moving money over long distances 
using e-money, and by eliminating frictions and reducing transaction 
costs, they have made life notably easier for many families and 
businesses. 

Mobile money platforms in developing countries may slow the 
growth of conventional banking systems, but they aren’t likely to 
threaten their existence or force those systems to reinvent themselves. 
In contrast, multisided platforms in developed nations often pose 
serious threats to established industries. Like retailing. 


Gone Missing 


How Multisided Platforms Are 
Transforming Retail 


here is everybody? 


Its Saturday, December 6, 2014, eighteen shopping days before 
Christmas, in Boston. The economy is doing well. Yet the stores on 
Newbury Street, a high-end shopping area, the nearby Copley Place 
mall, and department stores like Saks Fifth Avenue just don’t seem 
that crowded. It’s not our imagination, and it’s not just Boston.1 

RetailNext, which has sensors that track visits at a sample of 
retailers, mainly department and mall stores, found that the number of 
visitors declined by 8 percent between 2013 and 2014.2 People who 
used to come into the stores to walk around, to look at prices, to meet 
friends, and maybe to buy weren’t coming as much. Foot traffic—that’s 
what retailers call it—had fallen. 

The less crowded aisles in brick-and-mortar stores are a symptom 
of a “gale of creative destruction” that is sweeping over the 894,000 
American retail stores that sold more than $3.6 trillion of merchandise 
in 2014.3 Multisided platforms, turbocharged by the six technologies 
we described in chapter 3, are behind this gale. They are changing 
how people shop and buy and, in doing so, are transforming American 
retail. Already we’ve seen the mass extinction of whole categories of 
retailers, while others are trying to figure out how to reinvent 
themselves to survive. 

This ongoing story is important in its own right, but also for insights 
into other industries that face matchmaker threats to their survival. It’s 
not a simple story, and it won't have a happy ending for everyone. 


The Creative Destruction of Retail 


Retail chains are shutting down stores. In 2014, more than 125 retail 
chains, including department stores, announced they would be closing 
more than 6,400 stores.4 Sears shut down 339 stores in 2014, 
including its flagship store in Chicago.s The tween clothing store 
Delia’s, which started as a catalog company in 1993 and expanded 
into mall stores, announced it was shutting all of its almost 100 stores 
at the end of 2014.6 Ninety percent of the American population used to 
live or work within minutes of one of the 5,000 RadioShack stores, 
where they could get a wide variety of electronic goods. Bankrupt, the 
company is closing almost 2,000 stores, with possibly more to come.7 

Luxury malls, like the Aventura Mall we discussed in chapier 8, are 
still attracting crowds. Many other malls, especially down-market ones, 
are deserted. A New York Times article described the situation at the 
Owings Mills Mall in suburban Baltimore during the 2014 Christmas 
shopping season: “Inside the gleaming mall here on the Sunday before 
Christmas just one thing was missing: shoppers.’s Many other 
nonluxury malls are struggling to rent space and attract shoppers. 

Retailers aren’t just shedding space by closing stores. Some are 
also making their stores smaller.9 “Brick-and-mortar stores’ traffic 
declines have retailers rethinking the store format and considering 
smaller footprints,” according to Shelley Kohan, who teaches at the 
Fashion Institute of Technology.io Best Buy has rented excess store 
space to other retailers and shaved the size of its new stores by 20 
percent.11 

This disappearance doesn’t have a simple explanation. To 
understand how turbocharged multisided platforms are transforming 
retail, we must first solve a mystery. Where did those shoppers go? 


The Case of the Missing Shopper 


They didn’t all go online. Physical retail still accounted for 93.6 percent 
of retail sales in 2014. That is a decline of only 2 percentage points, 
from 95.5 percent, since 2010.12 Clearly, there wasn’t a stampede to 
online shopping that could explain the decline in foot traffic. 

Nor did shoppers buy a lot less. US Census data shows that per 
capita spending at physical stores increased 2.2 percent between 
2013 and 2014, from $13,299 to $13,595. The increase in sales from 
the economic expansion more than made up for the slight loss in sales 
to online between those two years. 

What has changed is that consumers visit fewer stores today than 


they once did. On an average mall-shopping trip in 2007, they went to 
five stores, compared to an average of only three in 2014.13 Shoppers 
don’t buy merchandise at every store they go to. They sometimes look 
around, check prices, and compare merchandise, but then maybe go 
to another store to buy. Americans are looking around less, and that’s 
why foot traffic is falling. 

And that’s where online shopping has made a huge difference. 
Americans no longer need to go to physical stores to see what 
products are available or to compare prices. They can search for 
items, compare them, look at reviews, and check prices online. They 
are going to online matchmakers, such as eBay and Amazon, and 
online retailers to get that information. Most large physical retailers 
have websites that display the products that are available in their 
stores. People can compare a retailers products virtually rather than 
make a trip. 

They also rely on various online tools for figuring out what to buy 
and where to buy it. They could use general search engines such as 
Google Search and specialized ones such as Yelp. Online media, such 
as cnet.com and consumerreports.org, provide a lot of information, and 
social networks such as Facebook and Pinterest provide reviews and 
recommendations as well. 

Smartphones also have specialized apps such as AroundMe that 
suggest where people should shop, given their current locations. Or 
they can get notifications from stores that they’re near. They can also 
compare prices using apps such as PriceGrabber. When they are ona 
shopping trip, they can make decisions on where and whether to buy 
without going to as many stores. They can also navigate physical 
space more efficiently using GPS and mapping software on their 
phones. That likely means that stores get fewer window shoppers and 
fewer people who decide to stop in a store they just happen to be 
passing by. 

The growth of smartphones has had a significant impact on 
shopping. Online search and discovery previously meant sitting in front 
of a computer, most likely at home or at the office, using a browser. 
With smartphones, consumers can engage in search and discovery 
any time and any place they want, including on shopping trips. 
Between 2011 and 2015, the percentage of American adults with 
smartphones increased from 35 percent to 68 percent.14 


Canary in the Coal Mine 


One could argue that these changes in how people shop and buy don’t 


really matter for physical retailers. Two decades after the birth of the 
commercial Internet, physical stores still account for most retail sales. 
All those predictions about the death of brick-and-mortar stores have 
proved wrong.i5 Those traditional retailers could make even more 
money in principle since they don’t need as much real estate. 

Sadly for traditional retailers, however, the aisles in American stores 
are like the canaries in coal mines. The fact that they are getting quiet 
signals a dangerous problem: traditional brick-and-mortar stores may 
not be in danger of extinction, but the businesses that run them are. 

For decades, physical retailers, from small boutiques on Main Street 
to massive shopping malls in the suburbs, have designed their 
businesses to encourage people to come in, browse, and discover, 
and then to buy and carry the merchandise home. That has dictated 
the size of their stores, how they are laid out, their marketing, their 
prices, and much more. 

Those business practices don’t make as much sense when all a 
consumer wants to do at a brick-and-mortar facility is pay and pick up 
his merchandise as efficiently as possible. Innovation has given 
consumers better ways to shop since they don’t need the services that 
traditional retailers provide, and they can shop at big-box stores and 
pay lower prices. Not coincidentally, there has been a steady and 
substantial increase in the relative importance of warehouse clubs and 
other supercenters since around 2000.16 Innovation has also given 
retailers better ways to sell. But that doesn’t make it easy for many of 
them to figure out what to do. 


The Three Waves of Retail Disruption 


Turbocharged multisided platforms are behind three waves of 
disruptive innovation that have changed how people shop and buy. 
This is well beyond the simple “sexy matchmaker kills boring single- 
sided business” story, though. 

The first wave of disruption came from the expansion of fixed 
broadband providers. These businesses connected American 
households and Internet content providers. These foundational 
platforms enabled the online companies described earlier to connect 
vast numbers of people and businesses. 

Some of those companies, such as Google and eBay, were also 
multisided platforms. Others, such as Walmart’s single-sided online 
store, were, in effect, apps that ran on these foundational platforms. 

The second wave of disruption came from the expansion of mobile 
broadband providers and the spread of smartphones with 


sophisticated operating systems. These multisided platforms made it 
possible for people to access web-based companies almost anywhere 
and almost anytime. They also provided foundational platforms for 
apps that made it easier for people to search and discover 
merchandise. Many of these apps, such as Groupon’s mobile app, are 
multisided platforms that connect advertisers and consumers. 

The third wave of disruption, which is just beginning to break, 
involves the integration of the online and offline worlds. With GPS in 
their phones, people can rely on apps that help them navigate and do 
things in physical space, relying on code that lives partly in the Cloud 
and partly on their mobile devices. Apps in the virtual universe can 
interact with people in the physical universe as long as people let apps 
know the location of their smartphones. Physical stores are beginning 
to use this functionality by installing wireless devices in their stores that 
track people as they enter and move around. 

If you look behind what is changing how people shop and buy, and 
how physical retailers are responding to those changes, you will find a 
multisided platform or an app running on one. Matchmakers are 
powering the gale of creative destruction sweeping traditional retail. 


Business Survival in the Face of 
Platform Threats 


People who live in the paths of hurricanes have choices. Make sure 
their houses are built to withstand powerful winds. Place boards across 
the windows to help get through the latest storm. Leave the area until 
the storm has passed. Sell the house and move somewhere safer. Or 
stay home and live for the moment. 

Businesses face similar choices. Their decisions are more 
challenging when multisided platforms are behind the forces of 
change. As we saw earlier, businesses have to worry about threats 
coming from new multisided platforms as well as the businesses they 
power. Personal computer operating systems, for example, enabled 
developers to create word processing software that, along with cheap, 
fast, small printers, obliterated the typewriter industry. To take another 
example, smartphones with cameras, powered by smart mobile 
operating systems, have reduced the demand for cameras because 
they make it easy to take and share photos. 

Traditional businesses face a particularly potent threat when they 
find themselves competing with the subsidized side of a multisided 
platform. Online media, for example, provide content free to viewers. 
As we discussed in chapter 3, that placed physical newspapers, which 


earn revenue from readers as well as advertisers, in a very difficult 
position. Many newspapers have closed, and many others are 
struggling to survive. 

Traditional businesses facing such threats are simultaneously hit 
with an improved way of doing things, a radically different pricing 
model, indirect network effects they can’t duplicate, and sometimes a 
global reach they couldn't possibly obtain on their own and with which 
they can’t compete. 

While the solution isn’t appealing to executives and investors, 
sometimes the best these businesses can do is to milk their assets 
and prepare for an inevitable exit. The companies that published 
Yellow Pages, which enabled people to search for businesses in a 
thick paperback book, didn’t really have any ability to take on the 
search engines. They simply lacked the necessary assets and skills. 

Competing with a pioneering platform isn’t always hopeless, though. 
American Express is one company that made an impressive pivot to 
do so. In 1950, the company was most famous for its Travelers 
Cheques, which it had introduced around the turn of the century. 
Travelers could use them to pay most merchants in the United States 
and to purchase foreign currency at banks abroad. Travelers Cheques 
were guaranteed if they were lost or stolen, which was especially 
convenient for foreign travel. 

That year, Diners Club introduced the first charge card. It quickly 
became a serious threat to Travelers Cheques, which weren't as 
convenient for consumers or merchants as this newfangled means of 
payment. The charge card platform grew explosively, and Diners Club 
was soon accepted by many of the same travel and entertainment 
merchants that took Travelers Cheques. In response, American 
Express launched its own charge card in 1958. The card was a 
success, in part because American Express knew a lot about the 
payments business, and it had a base of consumers and merchants as 
well as a network of travel offices in major cities abroad. 

New multisided platform ideas often provide opportunities for 
established businesses. During the 1950s and early 1960s, many US 
banks started credit card schemes. But most had trouble getting a 
critical mass of merchants and cardholders, in part because regulation 
prevented them from operating nationally or, in some cases, even 
statewide. They couldnt compete with American Express, which 
wasn't a bank and could operate through the United States as well as 
abroad. 

Then, in 1966, MasterCard and Visa started national card networks. 
By joining one of these networks, a bank that issued cards got access 
to all the merchants that took that card brand, and a bank that signed 
up merchants got access to all the network’s card-carrying customers. 


MasterCard and Visa ignited. Their success enabled many banks, 
including small ones, to operate profitable card programs. 

For traditional retail, there isn’t a simple guide for survival in the face 
of the emergence of turbocharged multisided platforms. The possible 
responses vary across the diverse categories of retailers, from jewelry 
to electronics to groceries; retailer sizes from small stores to large 
department stores; for single-sided stores versus two-sided malls; and 
across many other dimensions for this huge assortment of businesses. 
The video store segment illustrates both a missed opportunity for 
survival and provides a lesson on why many traditional retailers just 
can’t make it. 


Extinction 


Video rental stores have closed en masse in the United States. There 
were 18,739 of them in 2005. Eight years later, in 2013, 83 percent 
were gone. Blockbuster, once the largest chain, shut its last three 
hundred US stores in early 2014. It might have survived but didn’t even 
try to pivot. Smaller chains and individual stores really had no option 
but to accept their fate. 

Mail-order DVDs took sales from video stores starting in the 2000s. 
Netflix was the pioneer. Its customers could select and order DVDs 
online. The service offered far more video titles than any physical store 
could possibly stock: its catalog had more than fifty-five thousand titles 
by 2005.17 

The web apps used by the mail-order businesses provided many 
features that video rental stores couldn’t easily replicate. These apps 
enabled people to search quickly for movies to watch. Using data 
analytic capabilities, they could use people’s viewing habits to suggest 
new DVDs. 

For many video rental stores, though, the fatal blow was the rise of 
video streaming. Consumers could get access to most movies and 
television shows over the Internet from home or wherever they had a 
broadband connection. They got instant gratification—no need to wait 
for the DVD to arrive—and didn’t have to deal with sending videos 
back. The streaming movie providers, such as Netflix, had apps that 
ran on increasingly fast, fixed broadband networks. They worked on 
browsers, as apps on mobile devices, and on Internet TVs and set-top 
boxes like Roku. 

Blockbuster should have seen this coming. The ability of web-based 
platforms to remove frictions and attain massive reach was apparent 
by 2000. That year, when Netflix approached it to partner, however, 


Blockbuster’s executives “just about laughed us out of their office,” 
according to Barry McCarthy, Netflix’s chief financial officer at the 
time.is 

By the early 2000s, it was clearly just a matter of time before 
technology made video streaming possible. In 2001, Reed Hastings, 
Nettflix’s founder and CEO, told Billboard that Netflix expected to have 
a robust streaming catalog in a decade.19 Netflix bided its time with its 
mail-order rental business while broadband speed improved and used 
the time to work out a number of technical and business issues. It 
launched its video streaming service in 2007. By the time Blockbuster 
closed its last stores in 2014, Netflix had more than 44 million 
streaming subscribers.20 

Blockbuster could have embraced the world of turbocharged 
multisided platforms and the apps that powered them earlier. Indeed, 
the possibility of video streaming led many entrepreneurs to launch 
video sharing sites in the mid-2000s, as we saw in chapter 5. With its 
huge scale and knowledge of its many regular customers, Blockbuster 
might well have been able to make the shift. Of course, it faced the 
problems all incumbents have. It may have lacked the technical and 
business skills that enabled Netflix and others to succeed. Or, like 
many successful firms facing disruptive innovation, it may just have 
been too wedded to the approach that had made it successful.21 

Video streaming of movies and television shows is a capital- 
intensive national business requiring significant scale. Smaller video 
rental stores couldn't have pivoted to operating streaming video 
services. Instead, some have tried to diversify into selling coffee or 
party supplies.22 Others have stayed the course, perhaps simply 
unwilling to accept that there’s a gale set to knock their shops down. 
Shortly after Blockbuster’s final exit from operating physical stores, an 
owner of an independent video rental store cheerfully told Time 
magazine, “People are getting tired of sitting home and having 
everything fed to them. This is a place to go and wander around. 
We've had people get married from meeting here.”23 The odds of his 
survival do not look good. 


Death Spiral 


Having a platform business powered by indirect network effects, like 
shopping malls, is great, until those network effects work in reverse. 
That’s what’s happening to some malls that aren’t focused on high- 
income shoppers and luxury stores. 

People outside of Baltimore used to go to the Owings Mills Mall to 


shop at Boscov’s department store, a regional favorite. They would 
walk around the mall and go into other stores. Then Boscov's closed 
its Owings Mills store. Fewer people came to the mall. That made the 
mall less attractive to smaller stores, and even less attractive to 
shoppers. The same thing happened when the mall lost two other 
anchor stores, Lord & Taylor and Sears. 

By the Sunday before Christmas 2014, there weren’t many 
shoppers and there weren't many stores. The New York Times 
reported, “A few visitors walked down the long hallways and peered 
through locked metal gates into vacant spaces once home to retailers 
like H&M, Wet Seal, and Kay Jewelers.”24 That creates a bad vibe for 
the shoppers who do come. “It’s depressing,” one shopper said. 

Nonluxury shopping malls were struggling even before smartphones 
changed how people shopped. In fact, while about fifteen hundred 
enclosed shopping malls were built between 1956 and 2006, not a 
single one was opened between 2007 and 2013.25 The more recent 
changes in how people shop and buy have added to their difficulties. 
Large department stores are closing some anchor stores at malls, as 
happened at Owings Mills. Other chains are closing some of their 
stores, too. That results in the mall losing foot traffic. 

Here’s where the bad side of positive indirect network effects come 
into play. Just as increases in participation on the platform can result in 
accelerating growth, decreases in participation can result in 
accelerating decline. Positive feedback effects magnify small changes. 
A decline in foot traffic or the departure of a store can lead to a 
downward spiral. 

Thats so common in the mall business that there’s a name for the 
result—“a dead mall.” There’s even a virtual cemetery for them— 
deadmalls.com. Sadly, a tour around deadmalls.com, which also 
tracks department store closures and dying as well as dead malls, 
provides a poignant view of what’s happening to the traditional retail 
industry. 

As of 2014, about one of five shopping malls had vacancy rates of 
10 percent or more—a signal of trouble—and more than 3 percent had 
vacancy rates of 40 percent or more—a sign of impending death.26 
Unfortunately, once a mall has entered a death spiral, there isn’t much 
hope. Mall operators, of course, know this and they are figuring out 
how to stay alive. 


Retail Reinvention 


Malls may close, stores may downsize, and more retailers may declare 


bankruptcy. Brick-and-mortar stores aren’t, however, going to go the 
way of the typewriter. An A.T. Kearney survey of twenty-five hundred 
shoppers in 2014 found that many consumers prefer physical stores 
for looking for things, for trying them, and for buying them. Millennials 
liked online the most. But around 40 percent of millennials preferred 
brick-and-mortar stores for looking for things; more than 70 percent for 
trying them, and more than 60 percent for buying them.27 

Retailers of all sizes, including mall operators, are responding to the 
three disruptions caused by turbocharged multisided platforms by 
integrating physical and online methods of serving their customers. 
They call this “omnichannel’” retailing to reflect the fact that they are 
selling through the mobile, computer, and physical store channels. In 
the future, we suspect they will go back to just calling this “retailing,” as 
the distinctions between the online and physical worlds continue to 
blur. 

Macy’s, for example, has aggressively integrated its physical and 
online methods of sales in the last several years. This 150-year-old 
department store chain, which was the fifteenth-largest US retailer in 
2014, shows its in-store inventory on its website.2s According to a 
Macy’s executive, a shopper can see that the Macy’s store five blocks 
away has eight sweaters, in the size and color she’s looking for, in 
stock.29 While she could click and buy online, she could also stop at 
the store, try on the sweater, and if she likes it, buy it and take it home. 

Macy’s has made organizational changes to help tear down the 
walls between its physical and online efforts. It used to have separate 
silos for physical and online sales. In early 2015, Terry Lundgren, 
Macy’s CEO, announced that “Going forward, one unified 
merchandising and marketing organization—a hybrid of store and 
online buying—will support the entire Macy’s business to encourage 
both store and digital growth.”30 

Burberry, a venerated British brand that has long provided 
overcoats for movie stars, adventurers, and soldiers in the trenches, 
backed into the convergence of physical and virtual from necessity. 
Cash strapped, the company decided in 2006 to focus on millennial 
consumers in their twenties, especially in emerging economies where 
the wealthier people tend to be younger. It would use digital media to 
reach them.31 According to Angela Ahrendts, Burberry CEO from 2006 
through 2014, “[t]hat’s when the digital transformation started for 
Burberry.”32 

Over the next few years, Burberry made its physical stores 
resemble its online shopping environment and made its online 
platforms more like its physical stores. According to Ahrendts, it began 
by asking “how can we use digital innovation to engage our customers 
more effectively in our physical real estate as well as online?” The 


sales associates began carrying iPads, which gave them access to 
“the full global collection.” It also streamed its runway shows to the 
stores and brought more of what it was doing online onto giant screens 
in the stores. “In this way,” said Ahrendts, “we have developed our 
stores to showcase our digital innovations.” 

Westfield Group, which is one of the largest mall operators in the 
world, is reinventing how it persuades shoppers to come to its malls 
and how it connects shoppers and retailers. It created an innovation 
center, Westfield Labs, located in San Francisco, to drive reinvention. 
The lab is focused on “innovating the retail ecosystem by leveraging 
the social, mobile, and digital market opportunities that converge the 
digital shopper and the physical world.”33 To counter the decline in foot 
traffic, Westfield is turning its malls into major consumer destinations 
for entertainment, leisure, and food as well as for shopping.34 To 
integrate online and offline shopping they are experimenting with 
centers at the malls where consumers can pick up merchandise they 
bought online.35 

There’s no guarantee that traditional retailers that were successful 
operating brick-and-mortar stores in the physical world will be 
successful operating omnichannel stores in the new world. Some of 
the key innovations in operating physical stores have come from 
Apple, which operates a highly successful, generally packed chain of 
physical stores. Early on, it dispensed with cash registers and clunky 
point-of-sale terminals. Customers can pay one of Apple’s sales 
associates, who are always walking around the store, by swiping a 
payment card on an iPhone. An app, running on the iOS operating 
system, does the rest. 

In fact, competition in traditional retail may come from entrepreneurs 
without brick-and-mortar experience who have mastered online 
commerce. Just as traditional brick-and-mortar retailers have 
integrated into online selling, some online retailers are moving into 
physical stores, and they are introducing innovations along the way. 

Warby Parker, which started as an online prescription eyeglass 
company in 2010, had twenty physical stores in major US cities in late 
November 2015 as well as five showrooms at other stores.36 “Our 
retail spaces combine the snappy ease of online ordering with the fun 
and serendipity of real-shopping,” it says. Bonobos, an online men’s 
retailer, had seventeen “guideshops’” in 2015, places where customers 
can look at merchandise and try things on. They then place an order 
online, in the store or later at home or on their smartphones, and have 
it shipped. The theory is that this combines the benefit of physical 
stores, where people can try merchandise, and the efficiency of online, 
since the store doesn’t need to keep a large inventory.37 

The transformation of retail is happening slowly. That’s not 


surprising. History teaches us that fundamental transformations do not 
take place in what has been called “Internet time” but over the course 
of years and, more likely, decades.3s It also teaches that even the 
turbocharged multisided platforms we’ve seen to date aren't the last. 
Few, if anyone, imagined eBay in 1990, Google in 1995, Facebook in 
2000, or Uber in 2005, WeChat in 2009, or the many other 
matchmakers that have changed the world in the last quarter century. 
It is impossible to conceive what this ancient but increasingly powerful 
business model will do in the next quarter century, turbocharged by the 
technologies we have identified and sitting on the foundational 
platforms we have described. 


Slower and Faster Than You Think 


What History Teaches Us about the Future 
of Matchmakers 


ore than thirty thousand people will run the Boston Marathon 


on April 18, 2016. Many runners will come from out of town and will 
bring their families along for support. They will need places to stay. 
Getting a hotel room in the city isn’t easy when the town is packed. Not 
to mention that hotel rooms are particularly expensive then. 

That was a problem in the past for people who didn’t plan far ahead. 
They’d have to resort to putting ads on Craigslist to find somebody’s 
spare room or to stay at a hotel far away from the starting and finish 
lines. As one runner put it in 2014, “I’m ready to roll; I’m in shape; | just 
don’t know where I’m going to sleep.”1 

In 2016, however, thousands of people in the Boston area will make 
rooms available to runners. They'll list those rooms and their prices on 
Airbnb, and runners can search for a place that fits their needs and 
their budgets. As of November 30, 2015, more than a thousand places 
were already listed for the 2016 marathon. With Airbnb, runners will 
have more choices for more convenient places to stay than ever 
before, and many people in Boston will have some extra income. 

Airbnb is one of the leaders in whats known as the “sharing 
economy.” That’s one of the most popular business buzzwords of 
2015. A Google search of that phrase yields more than 30 million hits. 
According to Google trends, there weren't any news headlines with 
“sharing economy” in them before February 2010. There were a 
hundred in November 2015, more than twice as many as in September 
2014. What’s novel and what isn’t here though? 

Airbnb and other companies that are part of the “sharing economy” 
are multisided platforms. What they have in common is that they are 
matching up people who have spare capacity—an extra room, a car, or 


a lawnmower, for example—with people who would benefit from that 
spare capacity. That’s not a recent invention. OpenTable started 
helping match up restaurants with spare capacity—empty tables—with 
people looking to go out for dinner in 1999. Before then, people 
advertised their spare rooms in the classified sections of physical 
newspapers before there was Airbnb and before there was Craigslist. 

Matchmakers aren’t new, and those that enable people to share 
excess capacity aren’t novel either. Turbocharged matchmakers are a 
recent development, however. And we've just seen the beginnings of 
them wiping out frictions. 

In these final pages, we will try to give you some perspective on the 
excitement surrounding new matchmakers. Our five messages might 
sound contradictory, but they aren't. Trust us. 


1. Matchmakers have been around for millennia. Some of them 
were even part of the sharing economy of years past. 


2. A lot of what the new market darlings do is old stuff. They just 
use technology to improve on things that other matchmakers 
have done for many years. 


3. What is pioneering is that modern information and 
communications technologies have turbocharged the 
multisided platform business model. 


4. The history of matchmakers suggests that today’s sharing- 
economy matchmakers won't be the last to make waves. 


5. Turbocharged matchmakers will transform industries. That will 
happen gradually over the space of decades, but in fast spurts, 
as innovative new matchmakers rapidly emerge and displace 
incumbents. Things will be both slower, and faster, than you 
might think. 


Matchmakers Over Three Millennia 


No one knows when the first multisided platform started. Most likely, 
several millennia ago, after people started engaging in bartering—my 
chicken for your grain—someone came up with the bright idea of 
having a place where people could agree to come to find trading 
partners. Organized marketplaces emerged and spread. 

More than two thousand years ago, there was a multisided platform 
in Athens that helped support trading among people around the 


Mediterranean. It was operated by the city-state itself rather than a 
private party. By 300 BCE, there was a designated place near the 
docks in Athens called an emporion where merchants, shipowners, 
and lenders could connect with each other to do business.2 Traders 
could exchange merchandise with each other. They could enter into 
deals with shipowners to carry them or their goods on their next 
voyage. And creditors could lend money and provide insurance to 
shipowners and traders for their next voyage. 

The emporion by the docks was a matchmaker between lenders 
and traders. Traders faced a couple of problems back then. It was 
expensive to finance voyages. The availability of credit limited the 
volume of trade. Voyages were also risky. Traders could lose their 
cargo, or it could be damaged in a storm or in another sort of 
misadventure on the high seas.3 

To address both problems, wealthy individuals were willing to lend 
money that a trader would repay with interest on his successful return, 
but which they would forgive in the event of disaster.4 The trader could 
therefore get both a loan and insurance from these individuals. The 
emporion provided a place where wealthy individuals and intrepid 
voyagers could find each other and do deals.5 

The Athenian emporion was also a matchmaker between traders 
and shipowners. It helped an early version of the sharing economy. 
Shipowners could take several traders at the same time.c The 
emporion helped make more efficient use of ships’ capacity by making 
it easier for shipowners and merchants to find one another and do 
deals.7 

Let’s move from Athens in 300 BCE to Renaissance Europe in the 
early 1400s CE. City-states sponsored mini-versions of Alibaba’s 1688 
matchmaker for businesses. Fairs, at which merchants gathered 
together and exchanged goods for a given period of time each year, 
were lively and profitable. There were 102 transactions, for example, at 
a fair held in Salerno for seven days in the mid-1400s. At that fair, two 
Frenchmen who lived in Naples sold five thousand hair combs to a 
German merchant.s 

Sponsoring city-states offered tax concessions and suspended bans 
on imports to attract participants. They also had mechanisms for 
settling disputes between merchants. Merchants, meanwhile, often 
developed sufficient trust in each other, through repeated dealing, that 
they were willing to extend credit. One merchant, for example, sold 
four pieces of cloth to two other merchants who agreed to pay their 
debt, on demand, at any one of sixteen fairs held during a particular 
month in the next year.9 

Now lets move forward another several centuries. The invention of 
the printing press with movable type by Gutenberg around 1440 led to 


the explosive growth of the media business, including newspapers. 
Before 1800, print newspapers had begun to publish classified ads. 
These ran the gamut from ads for people looking for marriage, to ads 
for people looking to rent a room, to ads for medical wares or even 
haberdashery or drapery.io According to a history of advertising by the 
industry publication Advertising Age, “[b]y 1800 most English and 
American newspapers were not only supported by advertising but were 
the primary medium carrying it.”11 

At first, newspapers didn’t impose any structure on the classifieds, 
so it was hard to find things. Later, they organized the ads into 
categories to make it easier for interested readers and advertisers to 
connect. Many of the newspapers during the eighteenth and 
nineteenth centuries even had classifieds on their front pages. 12 

Of course, these eighteenth-century classifieds helped the sharing 
economy of the day. If someone had a spare room or several spare 
rooms to rent, they could run a classified ad in the local newspaper to 
find someone interested in being a boarder. 


Deja Vu 


In 2015, billions of people worldwide are using messaging apps to 
communicate instead of making phone calls or sending e-mails or text 
messages. WeChat and WhatsApp are two of the largest messaging 
apps. These two-sided platforms rely on smartphones to connect 
senders and receivers of messages. People can also use them to send 
and receive money. They are very convenient. But they seem like 
small advances and not that novel, when you look at some older two- 
sided platforms. 

In 1832, with the invention of the telegraph, it became possible to 
send messages over long distances very quickly. For thousands of 
years, it had taken about a day to transmit a message or carry money 
a hundred miles. That’s how far one could go in a day on horseback. 13 
The telegraph wasn’t as quick as a phone call or e-mail because 
people had to get to telegraph stations and attendants had to code and 
decode their messages. But it did reduce the time to communicate 
over long distances to a miniscule fraction of what it had been. 

Using the telegraph, the United States became very connected over 
the course of the nineteenth century. By 1880, Western Union, which 
had consolidated the telegraph industry by the mid-1860s, had 9,077 
telegraph offices in the United States, handling 29.2 million messages 
over 234,000 miles of cable.14 Other countries also developed 
extensive telegraph networks, and cables were laid under oceans and 


across borders to connect them. 

By the late nineteenth century, the telegraph made communication 
possible around the world. This led to a massive explosion in the 
amount of information transmitted globally, which transformed markets 
and industries, while also making it easier for people to communicate 
with loved ones. For department stores, which began appearing in the 
1860s in the United States, “[t]he telegraph was the key to effective 
inventory control, which gave them a competitive edge” over smaller 
rivals.15 

The success of the telegraph soon led to the development of apps 
built on it. Money transfer was an early one. The telegraph offices 
became CICO agents. A sender could deposit money with one agent 
and the recipient could pick it up at another agent, with coded 
telegraph messages used to make the transactions secure. Western 
Union became the leading money-transfer operator. It established 
CICO agents—many of which were third parties—in most countries 
worldwide. In most ways, except for the use of mobile phones, its 
business model since 1871 is similar to M-PESA’s. 

In short, many of the multisided platforms that are transforming 
industries today are turbocharged versions of matchmakers that did 
more or less the same things decades or centuries ago with more 
primitive methods. 


Turbocharging 


People looking for lodging and people with rooms to spare were 
connecting over Craigslist more than a decade before they could use 
Airbnb. They were connecting through classified ads in physical 
newspapers several hundred years before that. 

Online marketplaces such as eBay are similar to shopping malls 
and to Renaissance fairs held centuries ago. Online marketplaces 
don’t curate the collection of stores as shopping malls do, but they 
provide ratings and feedback from consumers to control seller quality. 

Online media enterprises like YouTube are similar to traditional 
media such as the major television networks in the United States. Both 
use content to attract viewers and then sell access to those viewers to 
advertisers. YouTube figured out a way to get content for free. CBS 
has to pay for it. 

Like the village matchmaker and unlike most nightclubs, online 
matchmakers such as eHarmony try to make sure that the men and 
women they connect are right for each other. 

Indirect network effects power all multisided platforms. Advances in 


technology from computer chips, the Internet, and the web, to fixed 
and mobile broadband, smartphones, programming languages, and 
the Cloud, have resulted in a huge increase in the power and reach of 
these effects. That’s why turbocharged matchmakers are behind the 
gales of creative destruction that are transforming industries 
worldwide. 


The End of History (7?) 


Could this, then, be the golden age of matchmakers? It is remarkable 
that in the space of only about five years, companies like Airbnb and 
Uber have become global players in lodging and transportation. Similar 
sharing-economy matchmakers are popping up all over. With the 
turbocharged sharing economy, have matchmakers achieved their final 
destiny? 

Several millennia of experience strongly suggest otherwise. We 
expect that better, or at least different, matchmakers will come along 
and have their turn at disruption. With all due respect to the brilliant 
entrepreneurs behind today’s unicorns and yesterday’s huge IPOs, the 
telegraph was a far more important multisided platform in terms of its 
impact on the global economy than anything the Internet has yet 
spawned. The ancient Athenian emporion probably was, too, at least in 
its part of the world. 

So, when you look at the turbocharged matchmakers of today, 
whether sharing ones or others, don’t fall into the end-of-history illusion 
that all the good stuff has already happened. It almost certainly hasn't. 

Shortly after the credit card became popular in the late 1950s, 
pundits started predicting the death of cash. The Economist wrote 
about “The Cashless Society” on July 9, 1966. A half century later, 
Americans use cash for about 26 percent of transactions. Many of 
these are small, so cash accounts for only 10 percent of the money 
people spend on the sorts of things they could pay for with a card.i6 
Yet, while cash use has indeed declined over time, even in developed 
countries, it accounts for a large fraction of transactions.17 

Pundits also predicted that e-commerce would kill brick-and-mortar 
stores. Some did die. But twenty years after the birth of the commercial 
Internet, physical retail still accounts for the vast majority of purchases. 
Happenings in the online world are transforming physical retail, as we 
saw, but this process will probably continue for decades. We can only 
guess where it will end, if it ever does. 

Many other industries are following similar paths. Newspapers are 
going into death spirals, and many have closed. Two decades after 


Yahoo was founded in 1994, however, and after a flood of online 
media has occurred, over 40 million newspapers were printed daily in 
the United States.1s 

So far, the “Internet Revolution,” which is behind the surge in 
matchmakers, doesn’t look that different from previous technological 
revolutions. Edison invented the light bulb in 1879, and the first central 
generating station went online in 1881. By 1900, electricity was widely 
used for streetlights and trolleys. Only 8 percent of US households in 
urban areas had electric lights in 1900, however, and electric motors 
powered only about 5 percent of US factories.19 

After another twenty years, with the development and growth of 
electric utilities, about half of urban homes had electric lighting and 
electricity was used for about half of US factory mechanical drive. By 
the end of the 1920s, fifty years after Edison, half of US factories were 
designed to use distributed electric motors, rather than just having a 
central electric motor replacing a steam engine.20 

The phenomenal spread of smartphones in the last five years may 
result in some acceleration in the pace of creative destruction. 
Nevertheless, the history of matchmakers and the pace of the last 
twenty years strongly suggest that turbocharged multisided platforms 
will transform industries over decades rather than years. 

That’s not to say some things won't happen quickly. Just look at the 
impact of M-PESA’s leapfrogging of traditional banking on Kenya. 
BlaBlaCar may be poised for similar growth in a number of developing 
countries in which poor infrastructure means that ride sharing has little 
competition from other modes of long-distance travel.21 Or consider 
how quickly the video rental stores were killed. When a turbocharged 
multisided platform ignites, it can grow explosively and provide rapidly 
increasing value for people around the world. Those in the path of 
such a platform can take little solace in the fact that economywide 
change takes place slowly and often, as with electricity, in waves. 


The Matchmaker: The Newly 
Discovered Species 


There is no doubt, though, that multisided platforms play an 
extraordinarily important role in today’s economy, and their influence is 
going to increase as existing turbocharged platforms grow and new 
ones ignite. Anyone who interacts with these matchmakers—as 
entrepreneur, investor, consumer, or partner—will want to understand 
how this complex business model works. 

As we've noted, economists couldn’t provide much help on that 


before 2000. Neither could anyone else. No one had identified 
matchmakers as a distinct species. Or unraveled how they worked. 
Now we have a lot of insights, many of which we've shared in the 
preceding pages. 

To see how important this is, just consider the kinds of questions 
you'd need to ask to really understand how a multisided platform 
works. Who’s participating in the platform, and how does the platform 
create value for them? How is the platform designed to promote 
interactions among those participants? How does the platform use 
prices to balance participation? Does it have a subsidy side? Does the 
platform have rules and standards, and how do these affect the ability 
of the platform to create value? How does the platform encourage all 
parts of the broader ecosystem that affect its ability to deliver value? 
And, of course, how did, or will, it solve the chicken-and-egg puzzle 
and ignite? 

You wouldn't ask these sorts of questions for a traditional business. 
But you sure wouldn’t want to invest money in a multisided platform 
without knowing the answers to them or at least being confident that 
good answers to them will emerge, because those answers are central 
to determining whether the platform is viable and can make money. 
We also want to suggest that an entrepreneur shouldn't start a 
matchmaker without having plausible answers for all these questions. 
She probably won’t have enough information to come up with the best 
answers until she starts and gets a feel for how potential participants 
respond. But she better have the right answers early in her 
matchmaker adventure. 

Twenty-five years ago, multisided platforms were important players 
in the economy. But they weren't central. Anyone studying or playing in 
the business world could get by without a deep knowledge of this 
peculiar business model. No longer. Matchmakers are vital participants 
in most developed economies and are helping to drive progress in 
many less fortunate ones. And they are behind gales of creative 
destruction that, like the ones driven by electricity and the telegraph, 
will sweep industries for decades to come—at least. 


Glossary 


Guide to the Vocabulary of the New 
Economics of Multisided Platforms 


Note: This glossary contains terms that are used outside of multisided 
platforms. We have focused on their meanings as they apply to 
multisided platforms. 


Access fee: The price that customers are charged for obtaining access to the 
platform. For example, credit card issuers sometimes charge people an annual 
fee for using the card, thereby obtaining access to the merchants that accept 
these cards for payment. 


Anchor tenant: A significant customer that helps attract other customers to the 
platform where the customers could be the same type as the anchor tenant, or 
the customers could be a different type of customer that is attracted to the 
anchor tenant. For example, department stores and big-box retailers are anchor 
tenants at shopping malls; they attract shoppers and they also persuade smaller 
retailers to take space at the mall in anticipation that these anchor stores will 
attract traffic. 


Behavioral externality: Actions taken by platform participants that directly affect 
other participants positively or negatively. They are different from network 
externalities because they don’t involve the number of participants but rather the 
behavior of those participants. For example, an app developer imposes costs on 
end users when it inserts malware into its app. 


Critical mass: The minimum sets of participants for the platform sides that are 
necessary for the platform to ignite—that is, have self-sustaining growth. For a 
two-sided platform, critical mass isn’t typically a single pair of numbers for each 
type of participant, but rather there is a range of numbers that could provide 
critical mass. For example, a B2B exchange has to have enough buyers and 
enough sellers to interest either side; once it has enough, more will join, while if it 
doesn't, it will lose the ones it has attracted. 


Death spiral: The reinforcing loss of participants on either side of a platform that 
results when a platform loses a critical mass of customers and eventually 
collapses. For example, dead malls result from a death spiral in which the mall 


loses shopper traffic, which results in a loss of retailers, which results in a further 
loss of traffic, until eventually no retailers want to locate at the mall and no 
shoppers want to come. 


Direct network effect: The impact of the addition of another participant to a 
network on other participants in the same group. A positive network effect occurs 
when an additional participant makes other participants of the same sort better 
off because they can reach and interact with more participants. For example, 
suppose people both make and receive phone calls to roughly the same degree. 
An additional person increases the size of the network and increases the number 
of people all other members can connect with. A negative direct network effect 
occurs when additional participants make other participants in the same group 
worse off, perhaps because of congestion or competition; for example, when an 
additional man goes to a singles bar, it increases competition for other men and 
may also make it too crowded to easily mingle. 


Ecosystem: The businesses, institutions, and other environmental factors that 
affect the value, positively or negatively, that a platform can generate for the 
participants on the platform. For example, the value of a shopping mall to 
retailers is greater if there is easy road access to it and if it is located farther 
away from competing shopping malls, single-standing department stores, and 
shopping streets. 


Edge provider: An online business that provides services or content by 
connecting to end users through an Internet Service Provider (ISP). For example, 
Pandora provides music over the Internet by connecting to people who listen to it 
over a fixed ISP such as a cable television system that provides broadband or a 
mobile ISP such as mobile network operator. 


Externality: A benefit or cost that one participant imposes on another participant 
without direct monetary compensation. An externality could arise from a network 
effect or from a behavioral externality. See the examples for behavioral 
externality, direct network effects, and indirect network effects. 


Foundational platform: A multisided platform that provides core services to 
other multisided platforms and is therefore a “platform for platforms.” These 
include Internet Service Providers (ISPs), which connect edge providers and end 
users. For example, Comcast makes it possible for end users to connect over the 
Internet to Google’s search engine. Foundational platforms also include 
computer operating systems, or invisible engines, which provide a standard 
platform for app developers and end users; for example, Android provides an 
operating system that enables app developers to provide apps to end users and 
for end users to use those apps. 


Friction: Costs or other impediments that impede mutually advantageous 
interactions and exchanges. For example, before there were online reservation 
services, people who wanted to make dinner reservations had to identify 
restaurants, get their phone numbers, call them, see if they had a table, possibly 
leave a message, and try other restaurants if their first choice wasn’t available; 
meanwhile, restaurants had to have someone answering the phone and 
recording reservations in a notebook. 


Governance system: Rules that prohibit bad behavior (that is, negative 
behavioral externalities) by platform participants and mechanisms for enforcing 
those rules, including methods of detection and punishment. Marketplaces such 
as eBay, for example, have rules that prohibit sellers from engaging in various 
activities, such as posting misleading content, that can harm buyers and that 
prohibit buyers from engaging in various activities, such as not paying for items 
they have agreed to buy, that can harm sellers. 


Ignition: When a multisided platform achieves critical mass and starts a process 
of self-sustaining growth. For example, once M-PESA had enough people with 
accounts who wanted to send or receive, and enough cash-in/cash-out agents 
who sold e-money to senders or who redeemed e-money from receivers, it 
started to grow very quickly. 


Implosion: When a multisided platform can’t achieve or maintain critical mass, it 
starts losing customers and eventually goes into a death spiral. For example, 
many mobile-money platforms have been unable to get enough subscribers or 
agents to ignite and have instead withered away. 


Indirect network effect: The impact of the addition of one type of participant to 
a network on another type of participant. A positive indirect network effect arises 
when an additional participant of one type increases the value that participants of 
another type get. For example, an additional restaurant on OpenTable increases 
the value to diners, who now have an additional place to consider and at which to 
make reservations. A negative indirect network effect arises when an additional 
participant of one type decreases the value to participants of the other type. For 
example, more radio ads reduce the value that radio listeners get. 


Internet service provider (ISP): An entity the enables end users and edge 
providers to connect to each other through the Internet. Fixed ISPs have physical 
wires or cables into households, apartment buildings, and businesses to make 
connections; people or businesses may then operate wireless networks at those 
physical locations. Mobile ISPs connect to people with mobile devices over the 
wireless spectrum using cell towers. For example, Comcast is a fixed ISP 
operating through a cable system, while T-Mobile is a wireless ISP. 


Invisible engine: A computer operating system that provides services through 
“application programming interfaces” (APIs) that apps can use and that end 
users can use to run those apps. Invisible engines generally operate computer 
hardware, including the central processing chip, and make that functionality 
available to apps and users. Microsoft Windows is an example of an invisible 
engine for personal computers. Facebook is also an invisible engine because it 
provides APIs for app developers who write apps that people can use on 
Facebook. Invisible engines are sometimes called “software platforms.” 


Marquee customer: See “Anchor tenant.” 


Matchmaker: A business that helps two or more different kinds of customers find 
each other and engage in mutually beneficial interactions. Matchmaking does not 
involve literally finding perfect matches for people—like the old village 
matchmaker would try to do for a potential marriage—but rather finding good 
trading parties. A payment card network, for example, helps retailers and 


consumers get together and transact by using the same, agreed-on payment 
method. Also see “Multisided platform,” which is another name for matchmakers. 


Money side: For two-sided platforms, a group of customers that provides all or 
virtually all of the profits earned by the platform. For multisided platforms, one or 
more groups could not contribute any profits (see “Subsidy Side”), while two or 
more groups together could provide all or virtually all of the profits. For example, 
most newspapers make all of their profit from advertising and subsidize readers 
by providing them with content. 


Multihoming: When platform participants use two or more similar platforms or 
could easily do so. For example, many consumers carry several different 
payment cards and select one of them to pay when they go to the store. 


Multisided platform: A business that operates a physical or virtual place (a 
platform) to help two or more different groups find each other and interact. The 
different groups are called “sides” of the platform. For example, Facebook 
operates a virtual place where friends can send and receive messages, where 
advertisers can reach users, and where people can use apps and app 
developers can provide those apps. 


Operating system: See “Invisible engine.” 


Pioneering platform: A multisided platform that is the first, or one of the first, to 
identify a friction and create a matchmaker to attempt to solve that friction. A 
pioneering platform, unlike later attempts to solve the same friction, usually has 
to be one of the first to solve the pricing, chicken-and-egg, and design issues 
necessary to solve the friction and ignite a platform. For example, OpenTable 
was one of the first online restaurant-reservation matchmakers and had to solve 
the key business issues itself with no guidance from the experience of other 
firms. 


Pricing level: The level of prices that a multisided platform charges to both 
sides. When the prices to the two sides are fees for transactions, the total price 
level is the total amount paid by both sides for a transaction. For example, 
exchanges have set fees for liquidity providers (usually negative) and liquidity 
takers (usually positive), and the total price level is the total fees to the exchange 
for a trade, the sum of the fee received by the liquidity provider, and the fee paid 
by the liquidity taker. 


Pricing structure: The distribution of the price or revenue contributed by the 
different sides of a multisided platform. For example, for fleet cards for paying 
truck stops on behalf of truck fleets, fleets pay about 25 percent of the total price 
and the truck stops pay about 75 percent. One side can pay more than 100 
percent when there are negative prices to the other side or sides. Restaurants 
pay more than 100 percent of fees for OpenTable since diners pay no fees and 
are paid reward points. 


Screening device: A method for limiting participation on the platform to 
participants on each side that are attractive to participants on the other side. 
Common screening devices are “exclusionary vibes,” which provide signals that 
only certain kinds of participants (such as lower-income people for a mall, or 


Jewish people for a dating site) should join the platform; and “exclusionary 
amenities,” which provide value only to the type of participants that the platform 
seeks to attract (such as articles on fly fishing for a magazine that wants to 
attract purchasers of fly-fishing—related goods and services). 


Self-supply: For platforms that connect consumers with providers of goods and 
services, the platform supplies some of those goods and services itself. It may do 
this as a tactic during its start-up to help secure ignition, and it may do this longer 
term simply because it has some expertise in doing so and can make money that 
way. 


Signaling device: An indicator that participants belong to the same platform and 
could therefore profitably interact. Payment card systems, for example, use logos 
on cards and at merchant terminals to inform cardholders that they can use their 
card at that terminal and for merchants to inform cardholders of this fact. 


Single-homing: When platform participants standardize on and use only a 
single platform. For example, most people have a single wired broadband 
provider at home. 


Subsidy side: A group of customers who do not cover their costs of participating 
on a platform. A multisided platform could have more than one group of 
subsidized customers, so long as there is one group that functions as the money 
side. Most consumers of ad-supported media, for example, pay little if anything 
and are provided content of significant value. 


Transaction cost: The economists’ term for frictions; see “Friction.” 


Turbocharged matchmaker: A matchmaker, or multisided platform, that 
benefits from a significant combination of powerful computer chips, the Internet, 
the web, broadband communications, programming languages and operating 
systems, and the Cloud. Airbnb, for example, benefits from all of these 
technologies. 


Two-sided market: The original name used to refer to industries that had “two- 
sided platforms.” Two-sidedness is a characteristic of businesses, not always of 
industries, however. 


Two-step strategy: An ignition strategy in which the platform secures significant 
participation by one group and then secures participation by the other group by 
offering them access to the first group. Advertising-supported media typically do 
this by securing eyeballs first and then selling access to them to advertisers. 


Usage externality: The benefit that one party receives as a result of engaging in 
an exchange with another party. Two people benefit from being able to use a 
matchmaker to engage in a transaction, even if they can’t connect with any other 
people. All multisided platforms have indirect network externalities as well as 
usage externalities. 


Usage fee: A fee paid by one or more participants on a multisided platform for 
interacting with another participant. For example, OpenTable charges 
restaurants a $1 per person reservation fee. 


Zigzag strategy: An ignition strategy in which the platform adopts tactics to 
increase participation of the different sides simultaneously. It is called zigzag 
because it imagines that the platform tries to push one group’s participation up, 
then works on another group, and continues this process to secure positive 
feedbacks. In practice, it may push on all groups at the same time but vary the 
relative efforts devoted to them. 
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